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REPORT AND RECOMMENDATION

Day in and day out, in countless courts throughout this country, courts resolve disputes of every
kind imaginable. Even whendisappointed (or outraged) by the outcome, the parties to these disputes do
not engage inlawlessnessor self-help. Having had their day in court, the parties accept judgment and move
on with their lives. They would not do so unlessthey had faith in the integrity of our judicia system. Not
afaith that the system is perfect and will never err, but rather afaith that the systlem will give the partiesa
fair opportunity to be heard.

Thisfar opportunity to be heard is achieved through lawyers for each side, having obtained and
marshaed the rdevant evidence, presenting their clients' respective positions vigoroudy. Our system is
premised onthe view that through this clashof competing stories, judges and jurieswill have the information
they need to make a far decison. Inour system of civil litigation, the discovery processis the principa

means by which lawyers and parties assemble the facts, and decide what information to present at tridl.



Federal Rule of Civil Procedure 26 requires a party to produce non-privileged documents which
are “rlevant to the subject matter involved in the pending action.” That requirement embraces not only
documents admissible at trid but aso documents and information that are “reasonably caculated to lead
to the discovery of admissible evidence” This broad duty of disclosure extendsto dl documents that fit
the definition of relevance for the purposes of discovery — whether the documents are good, bad, or
indifferent. While it may seem contrary to the adversaria process to require such “sdf-reporting,” it isin
fact acentra tenet of our discovery process. The duty of disclosurefindsexpressonnot only in the rules
of discovery, but dso in this Court’s Rules of Professional Conduct, which prohibit an attorney from
“suppresging] any evidencethat the lawyer or dient hasalegd obligationto reved or produce,” Rules for
the Northern Didrict of Illinois LR 83.53.3(a)(13), or from “unlawfully obstructing another party’ saccess
toevidence. ... Id. LR 83.53.4(1).

This duty of disclosure would be a dead letter if a party could avoid the duty by the smple
expedient of falingto preserve documents that it doesnot wishto produce. Therefore, fundamenta tothe
duty of production of information is the threshold duty to preserve documents and other information that
may be rdevant inacase. That duty, too, finds expression inthis Court’ s Rules of Professional Conduct.
See Rulesfor the Northern Didrict of 1llinois, LR 83.53.4(1) (alawyer shdl not “unlanfully ater, destroy,
or conced adocument or other material having potentid evidentiary value?).

Suffice it to say, there is no “bad document” exception to these duties of preservation and
production. These twin obligations are 0 ingrained in our system, and in the lawyers and parties who
operate within it, that the obligations routindy are discharged without question. Parties and attorneys

frequently are called uponto preserve and produce documents that are againg their interest in a particular



case. And when they do o, the parties and the atorneys uphold the integrity of our litigation system and
ingoire confidence in it.

Conversdy, when a charge is made that rlevant information has been destroyed, and especidly
when acharge is made of intentiond destruction, it isacharge that strikes at the core of our civil litigation
sysem. The motion presently before this Court presents just such a charge.

This lawsuit involves aclass action brought by two groups of purchasers of common stock issued
by USN Communications, Inc. (“USN”), which is nowinbankruptcy. Thesuit dlegesavariety of federd
securities law violations againg three groups of defendants. (1) eleven officers or directors of USN; (2)
three companies who managed the underwriting of USN’ sinitid public offering in February 1998; and (3)
the accounting firm that audited USN'’ s financia statements and provided various conaulting services to
USN. Inealier rulingsin this case, the Didrict Judge denied amotion to dismiss (except asto one clam
againg certain individua defendants), and certified the case asaclassaction, withthe class period running
from February 4, 1998 to November 20, 1998. Thetrid inthis caseis set to commence on December 4,
2000.

On December 13, 1999, plantiffs filed a motion for sanctions againg Sx of the eeven individud
officer and director defendants: Richard Brekka, J. ThomasElliott, JamesHynes, William Johnston, David
Mitchell, and Eugene Sekulow. Mr. Ellictt is the only one of those defendants who held the position of
inddedirector to USN during the class period; the remaning defendants named inthe motionwere outside
directors to USN during the class period. Paintiffs premised their motion on the assertion that “USN
employees, acting at the direction or under the supervisonof the individud defendants and USN'’ s senior

officers, destroyed virtudly dl evidence of the massve fraud dleged in plaintiff’ scomplaint” (Pls.” 12/13/99



Mot., at 1). Asasanctionfor thisaleged misconduct, plaintiffssought the most draconian remedy available
under the rules againg the individua defendants named in the motion: a default judgment.

On January 13, 2000, the Digtrict Judge referred the motion to this Court for a report and
recommendation (doc. #117) (subsequently, the referra was expanded to dl discovery motions) (doc.
#131)). ThisCourt held agtatus hearing on the sanctions motion on January 21, 2000. At that time, it was
obvious that little discovery had yet been done in the case: no documents had yet been produced from
USN, and no depositions had yet been taken. Accordingly, the Court entered and continued plaintiffs
motionfor sanctions pending completion of discovery, which would dlow plantiffs (and, if necessary, the
Court) to determine more precisaly what, if anything, had been destroyed; what information remained
available notwithganding any dleged destruction; and what prgudice, if any, the plantiffs had suffered.
At that time, non-expert fact discovery was set to close on April 30, 2000; by an order of the Digtrict
Judge dated March14, 2000, the period for non-expert fact discovery was extended to July 7, 2000 (doc.
# 151).

The parties indeed have engaged in discovery — with a vengeance. In the nearly six months
between January 21 and July 7, 2000, the parties exchanged inexcess of one million pages of documents,
and took and defended some ninety non-expert fact depositions. The discovery was not only extensive,
but was extraordinarily contentious— not including the sanctions mation, this Court has been required to
rule on 27 contested discovery mations brought by the various parties, both plaintiffs and defendants dike
(seedoc. ## 135, 137, 145, 157, 162, 165, 170, 183, 188, 191, 212, 214, 216, 225, 226, 276).

OnJduly 12, 2000, after the completion of non-expert fact discovery, the Court discussed the status

of plantiffs motion for sanctions. The plaintiffs indicated that they Hill wished to pursue the sanctions
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moation, and sought leave to file an addendum to advise the Court of further information developed in
discovery. For ther part, counsd for the individua defendants threatened to file a motion pursuant to
Rule 11 of the Federd Rules of Civil Procedureif plaintiffs pergsted with the sanctions motion. Because
of the subgtantia additiond informationdevel oped sncethe filing of the origina sanctions mation, the Court
suggested — and plantiffs agreed — to withdraw their origind motion for sanctions. The Court granted
plaintiffs leave to file an amended motion for sanctions, if they choseto do so, by July 25, and set a briefing
schedule that would apply if the motion werefiled (doc. # 191).

On duly 25, 2000, plaintiffs filed an amended motion for sanctions (doc. # 208), directed at the
same sx individud defendants as the origind sanctions motion (the amended motionand memorandum will
be referred to as “Pls.’ 07/25/00 Am. Mem.”).! The amended motion aleges, among other things, that
these individud defendants are* corporately” responsble for “having supervised, sanctioned, or permitted
the destructionof crucia USN . . . Finance, Accountingand SalesDepartment hard copy and dectronically
stored documents and data criticd to plantiffs proof,” in violation of the Private Securities Litigation
Reform Act of 1995 (“PSLRA”), 15 U.S.C. 8§ 78u-4(b)(3)(C)(i), a preservation order entered by the
Digrict Judge on February 2, 1999, and the Federal Rule of Civil Procedure 37 (Pls.” 7/25/00 Am. Mem.
a 1-2). Inthe amended sanctions mation, plaintiffs continue to seek the ultimate sanction againg those
defendants of adefault judgment. Pursuant to the schedule set by the Court, the amended sanctionsmotion

wasfuly briefed as of August 15, 2000: Mr. Elliott submitted an opposing memorandum (“Defs” Mem.”);

! Plaintiffs’ statement that this Court ordered a sanctions motion to be filed (Pls.’ 7/25/00 Am. Mem. at 1 n.1)
isincorrect. The Court did not order plaintiffsto file an amended sanctions motion; they were free to file or not to file
amotion. What the Court ordered was that if such amotion were to be filed, the plaintiffs must do so by July 25.
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the outside directors joined in that memorandum, and filed an additiond memorandum of their own
(“Outsde Dirs’ Mem.”); and plaintiffsfiled areply (“PIs’ Reply Mem.”).

Upon reviewing the briefs, on August 24, 2000, the Court ordered the individud defendants to
present a supplementa submission setting forth, by Bates number and other identifying information, alist
of certain documents that the individua defendants claimed to have produced but thet plaintiffs cdam they
did not possess (doc. # 245). Theindividual defendants provided that submissionon September 5, 2000
(“Defs’ 09/05/00 Submisson™). On September 6, 2000, the Court ordered that theindividud defendants
supplement that submission, and that the plaintiffs provide copies of their Rule 26 expert reports (doc. #
275). On September 7, 2000, dl parties complied with that order (see Defs’” 09/07/00 Submission; PIs’
09/07/00 Notice).

Because the briefs and the supporting papers raised certain issues as to credibility of statements
made by various witnesses, the Court planned to hold a hearing during the week of August 21 to take in-
court testimony. At therequest of plaintiffs, and with the agreement of theindividua defendants, the hearing
was postponed to August 28-29, 2000 (doc. # 241). Theredfter, a the request of counsel for certain
individud defendants, the matter was further rescheduled — over the plaintiffs objections—to September
11-12, 2000 (doc. # 245). The evidentiary hearing took place at that time, withthe parties cdling a total
of twelve witnesses, induding two of the individual defendants onthis motion—Messrs. Elliott and Hynes?
At the close of that evidentiary hearing, the Court requested (doc. # 292), and has since received, further

submissions by the parties gating the fees and costs they dam to have incurred in connection with the

2The witnesses at the hearing also included an individual (George Doyle) whomplaintiffs sought leave to add
to their witnessliston September 7, 2000, on the ground that he would testify about “newly discovered evidence.” The
Court granted that motion (doc. # 283), over the written objection of the individual defendants (doc. # 282).
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sanctions motions and related matters (see PIs” 09/29/00 Submission; Certain Outside Dirs.” 09/29/00
Submission; Elliott’ s 09/29/00 Submission; Hynes 09/29/00 Submission).

Beforeturningtothe Court’ sfindings and recommendations, the Court makes severa observations
about how this sanctions motion — and the case in general — has been litigated by the parties.

Sorting out what happened here has been a chdlenging task not only due the complexity of some
of the issues presented, but — regrettably — due to assartions of counsdl that often have confused than
clarified the issues. On anumber of occasons, plaintiffs have asserted that certain documents were not
produced, when in fact it later turned out that the documents long ago had been produced. Conversdly,
defendants have on occas oninformed the Court that they have produced certain documents, when in fact
it turned out that they had not. Moreover, throughout these proceedings, the submissons by the lawyers
too often have offered overblown rhetoric rather than accurate information and careful reasoning. Inthe
Court’ s judgment, there are severd reasons why — despite the high level of experience and qudity of the
attorneys — this has occurred.

First, even to this day, nether sde to this motion has demonstrated to this Court a complete
mastery of what types of documentswere generated by USN inthe ordinary course of business, how they
were used, or ther sgnificance. In part, this may be afunctionof the fact that USN went into bankruptcy,
and that the lawyers representing the individua defendants do not have a functioning client to which they
cango for ready answers to such questions. In part, this may be attributable to plantiffs decisontotake
acase in which they had sx months to conduct fact discovery and, instead of focusing and tailoring their
discovery efforts accordingly, attempting to compressinto a Sx-monthtime frame the amount of discovery

that they might have sought to take if discovery had extended for amuch longer period. The result was



inevitable discovery proceeded at a breskneck pace, and information was received faster than the
attorneys could absorb it.

Second, the heated rhetoric is, in the Court’s view, a direct result of the serious charges that
plantiffs leveled againg these defendants in the sanctions maotion. Accusations of intentiona misconduct
arenot generdly conducive to anatmosphere of avility and cooperationamong the attorneys, and this case
was no exception.  The plaintiffs, of course, cannot and should not be criticized for chalenging USN'’s
program for preserving of documents. not only did they have a reasonable basis to believe that adequate
preservation steps were not taken, but (as is described below), they also wereright. For their part, the
individud defendants only further threw fue on the fire by steedfastly defending a preservation programthat
was plainly inadequate. However, in atempting to parlay that fallinginto aclaim that their case had been
undermined and that a default was appropriate, plantiffs vastly overstated the missng evidence and its
ggnificance, and thus unreasonably upped the stakes of their sanctions motion. Again, the individua
defendantsdid little to defuse matters. Indeed, eveninther briefinginoppositionto this sanctions maotion,
the defendantsdid not provide astraight-forward lig of the key documentsthat the plaintiffs said they were
missing but that they had in fact produced — until the Court ordered them to do so.

Asareault, both sdes were the losers. They lavished huge sums of time and money on an issue
that did not remotdly judtify the expenditure, and which would have been more profitably spent focusing

on the merits of this case.



The Court makes the following findings:

1 As of November 12, 1998, the date that this litigation commenced, USN had a duty to
preserve documents and other information that might be discoverable in the litigation.

2. Fantiffs have falled to establishthat USN (or any of the individud defendants) intentionaly
destroyed, or directed others to destroy, documentsto deprive plantiffs of discoverable informationinthis
case. However, plaintiffs have established that USN failed to implement adequate steps to discharge its
duty to preserve documents and information that might be discoverable in this case.

3. Rantiffs further have established that Mr. Elliott, both as a defendant himself and as Chief
Executive Officer of USN, had the authority and respongbility to implement a suitable document
preservetion program; that Mr. Elliott was at fault for delegating that function to a person who lacked the
experience to perform that job properly; and that Mr. Elliott further was at fault for falingto exercise any
ongoing oversght to ensure that the job was done properly.

4. Hantiffs have falled to establish that the other individua defendants on the motion, who
were outsde directors without a physica presence a or supervisory role in the day-to-day operations at
USN, areat fault for the failure to implement an adequate document preservation program — dthough, as
will be described below, their conduct is not particularly worthy of praise.

5. The plaintiffs have established that as a result of the failure to implement an adequate
preservation program, certain potentialy discoverable documents and information may have been lost.
Moreover, the evidence shows that each side has engaged in discovery conduct that unnecessarily

increased the cost of this case for the other side.



6. Fantiffs have substantidly overstated the impact of the falure of USN to implement an
adequate document preservation program. The documents and information that plaintiffs dam were
destroyed have, in the man, been produced — dthough, in some ingtances, that production has been by
third parties rather than the individud defendants. Moreover, to the extent that there are some gapsin the
production of certain categories of documentsthat plaintiffs have described as criticd, plantiffs have falled
to establish prgudice to their ability to litigete their dlams.

Inshort, the Court findsthat while plaintiffs have shown that the document preservation requirement
was not fuly met, plantiffs have falen far short of substantiating their assertions that the individual
defendants engaged in intentiond destruction, or that the documents and information missng are “critica
to plantiffs proof” (Pls’ 7/25/00 Am. Mem. at 1). In light of these findings, the Court respectfully
recommendsthat plantiffs amended motionfor sanctions be granted inpart and denied in part as follows:

1 The Court recommends that the request for a default judgment be denied. The Court
believes that this ultimate sanction is completdy ingppropriate in this case, where the Court finds no
evidence of intentiond destructionby the defendants and where plaintiffs have failed to establish prgudice.

2. In order that the jury not draw any inference adverse to plaintiffs from any gapsin the
productionof documents, the Court recommendsthat pursuant to Fed. R. Civ. P. 37(b), the Digtrict Court
inform the jury that any such gaps are the result of USN failing to produce those documents, even though
plaintiffs requested them.

3. The Court recommends that, as a result of his fallure to adequatdly discharge his
respongbility to ingtitute a program to preserve documents, Mr. Elliott be required to pay afine payable

to the registry of the Court of $10,000.00. Even though the Court finds that the failure to indtitute a
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preservation program has not resulted in pregjudice to the plaintiffs, the Court beieves that this fine is
appropriate as a sanction to impress upon Mr. Elliott the seriousness of the duty of preservation, and to
deter others from failing to properly discharge that duty.

4, The Court recommends that no monetary sanctions be imposed on ether party for ther
discovery missteps. the additiond costs each has imposed on the other are roughly comparable, and it
would be counter productive a this point to engage in further litigation on thisissue.

5. The Court recommends that no attorneys feesand costs be assessed in connection with
the prosecution or defense of this motion. Plaintiffs claim that their fees and costs on the sanctions issue
total $757,559.61, and (not to be outdone) the individua defendants assess their fees and codts at
$767,202.42. Viewed separately, not to mention collectively, these statements of fees and costs are
nothing short of shocking: they are wholly disproportionate to what the evidence has disclosed. Because
the conduct of each sde has contributed to an excessve expenditure of feesand costs, the Court considers
the fees and costs incurred to be a sf-inflicted wound by each side, and that neither side should be forced
to pay the costs and fees of the other side.

l.

We beginwiththe factud findings, which are drawn from the pleadings, the discovery record and

prior proceedings in this Court, the written submissions on the amended motion for sanctions, and the

testimony at the evidentiary hearing on September 11-12, 2000.
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A. The Parties.

This case proceeds as a class action, upon consolidation of 14 federa securities suitsfiled in this
jurisdiction in late 1998 and early 1999 (see doc. #12 (Pretrial Order No. 1)).2 On June 17, 1999, the
plaintiffs filed an amended complaint in these consolidated cases (“the Consolidated Complaint”). On
October 29, 1999, the Didrict Court certified a plaintiff classcongsting of persons who purchased stock
pursuant to USN'’s regidtration and prospectus statements of February 2 and 4, 1998, and those who
purchased U SN stock between February 4, 1998 (the date of USN’ sinitid public offering) and November
20, 1998.

Theindividua defendantsinthis case (many of whom are not the subject of the sanctions motion)
are J. Thomas Elliott, adirector and USN'’s President and CEO since April 1996; Gerdd Sweas, USN's
Executive Vice Presdent and Chief Financid Officer until gpproximately July 1998; and Richard Brekka,
Dean Greenwood, Dondd Hoffmann, James Hynes, WilliamJohnston, lan Kidson, Paul Lattanzio, David
Mitchell, and Eugene Sekulow, dl of whom were directors of USN. The underwriter defendants, Merill
Lynch & Co., Inc., Cowan & Company, and Donddson, Lufkin & Jenrette Securities Corporation,
dlegedly were dl involved in the management of the underwriting of USN’ s initid public offering. The

remaining defendant, Deloitteand Touche, L.L.P., audited USN'’ s financid statements for the fiscal years

3The other seven suits were filed in the Southern District of New York in late 1998, and by a stipulation of
January 27, 1999 were transferred to this District: Glotzer v. USN Communications, Inc., et al., 98 C 8088, Kassover v.
USN Communications, Inc., et al., 98 C 8250, Murphy v. USN Communications, Inc., et al., 98 C 8369, Crowley v. USN
Communications, Inc., et al., 98 C 8529, Cummings v. USN Communications, Inc., et al., 98 C 8616, Dawson v. USN
Communications, Inc. et al. 98 C 8781, and Raino v. USN Communications, Inc., et al., 98 C 9189. Seven of the
consolidated cases were originally filedin this District: Danisv.USN Communications, Inc., et al., 98 C 7482, Donoghue
v.USN Communications, Inc., et al ., 98 C 7610, Rosenbaumv. USN Communications, Inc., et al ., 98 C 7674, Eganv.USN
Communications, Inc., et al., 98 C 8044, Chanik v. USN Communications, Inc., et al., 98 C 8082, Roop v. USN
Communications, Inc., et al., 99 C 0067, and Brent v. USN Communications, Inc., et al., 99 C 119.
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preceding the public offering, and provided consulting services to USN both prior to and during the class
period.

Notable by its omisson from this roster of defendants is USN itself. USN was named as a
defendant in each of the lawsuitsorigindly filed. However, on or about February 19, 1999, USN filed for
bankruptcy protection. Theregfter, whenthe Consolidated Complaint was filed on June 17, 1999, USN
was not named as adefendant — presumably, to avoid potential complications that might be created by the
automatic stay that protects those who have filed for bankruptcy protection. See 11 U.S.C. 8§ 362.

B. The Allegations of the Consolidated Complaint.

USN was a*“locd tedlecommunications resdler” which sought to purchase various locd and long
distance telecommunication services from Regiond Bell Operating Companies (*RBOCs’), bundle them
into asngle package of services, and | that package of services to the public. USN sought to persuade
the exising customersof RBOCsto switchto USN by offering themlower rates for the packaged services.
WhenUSN succeeded ingaining acustomer, USN would “ provision,” or switch, the new customer from
the existing telephone company over to USN.

The gravamen of the Consolidated Complaint isthat USN dlegedly embarked onascheme to build
aseemingly large, but in redlity fictitious, book of businessin order to induce alarger telecommunications
company to purchase USN. The Consolidated Complaint alleges that in aid of this scheme, USN issued
fase public reports and statements to portray USN as successful, wheninfact it was not. Plantiffs dlege
that when the truth became known, the vaue of its shares plummeted, causing injury to investors.

The Consolidated Complaint is plead in four counts. Count | dleges that dl defendants have

violated Section 11 of the Securities Exchange Act of 1933 (“the Securities Act”), and that the individuad
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defendants additiondly have violated Section 15 of that Act; Count Il dleges that the underwriter
defendants have violated Section 12 of the Securities Act (the Digtrict Judge has dismissed the Section 12
clam dleged againg the individud defendants); Count 111 dlegesthat dl defendants have violated Section
10(b) of the Securities Exchange Act of 1934 (“the Exchange Act”), and Rule 10b-5 promulgated
thereunder; and Count 1V alegesthat the individud defendantshave violated Section20(a) of the Exchange
Act.

The fundamentd premise of plantiffS amended sanctions motion is that once the litigation
commenced, USN destroyed key sdes, financid and accounting documentsthat are “ criticd to plaintiffs
proof” that USN’ s public financid statements were fase and mideading. Inparticular, plantiffs amended
sanctions motionfocuses on several categories of documents: (1) Monthly SalesRoll Up Reports; (2) Find
Sum and Find Sum Summary Reports, (3) Aged Accounts Recelvable Reports, and (4) Monthly Close
Packages (see, e.g., PIs’ Reply Mem. a 1-2). Thus, we begin with an explanation of those documents,
and the evidence concerning how they were used at USN in the ordinary course of business.

C. Business Documents Gener ated by USN.

During the course of soliciting and Sgning up anew customer, USN generated various sales and
marketing-related documents. One type of sdes-related document tabulated and totaled the new sades,
asreported by the USN various salesoffices. This document, referred to varioudy by different witnesses
asa“Monthly Sdes Rall Up Report” or “ State Directors Report,” tabulated sales on aweekly bass, and
then totaled (or, “rolled up’) those sdes over a four-week period for a cumulative tota covering
goproximately a one-month period. The reports aso provided projections by the sales force as to the

number of linessold and the amount of revenue that the sales would generate, as well as a comparison of
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the dollar vaue of the projected salesrevenue to the salesquotaprovided for that particular officeor region
(a sample of a document labeled “ State Directors Report” was offered at the evidentiary hearing as
Defendants Exhibit 2).

These “Monthly Sales Rall Up Reports’ or “ State Directors Reports’ were generated at least
through November 1997. Theresfter, beginning in mid-December 1997, thistype of sdesinformation was
contained ina computer-generated SalesSummaryreport. Onereason for using thiscomputer systemwas
an attempt to increase the rdiability of the sales information reported from the field (Hrg. Tr. 422
(Dundon)). Because sdles people earned commission based on salesvolume, therewasaconcern at USN
that sales numbers could be changed after they wereinitidly submitted in order to increase commissons,
according to the tetimony, the switch to a computer system to generate sales reports was intended to
provide sales information “on a more sructured and more, | guess, rigoroudy auditable basis’ (Hrg. Tr.
422 (Dundon)).*

After recaiving saes reports from the field, USN did not immediately switch the putative new
customer to USN service. Rather, USN engaged in a process of “scrubbing,” (that is, verifying) the sde,
to make sure that the new customer actudly desired to switchto USN, what leve of service was requested,
and whether the customer had provided al information necessary to effectuate the switch. This function
originaly was performed by the provisoning group in USN; as of approximately late 1997, this function

was performed by a separate group, known as“Business Adminidration” (“BA”), which performed this

“The parties disagree about whether a State Directors Report is the same thing as a Monthly Sales Roll Up,and
whether either of thosereports continued to be generated after November 1997. W eaddressthis dispute bel ow (see 35-
40, infra).
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check on the sales before providing the information to the provisoning group to actudly effectuate the
switch of the customer (Pls’ 07/25/00 Am. Mem., App. 13 (Jeavons Dec. 1 9)).

Once the switch was completed, and the customer was converted to USN, the customer would
have to be hilled for the servicesdelivered. Thet billing functioninitialy was outsourced to two companies
Spectrum and Profitec. As of the billing for the month ending October 1997, USN contracted with
Spectrum to be the exdusve provider of issued hills for dl USN accounts invalving “competitive loca
exchange hilling,” including the Midwest and Northeast regions from November 10, 1997 onward (Hrg.
Tr. 131-32 (Doyle)). In order to perform this billing function, Spectrum received various reports and
informationfrom USN, and sent various reports and informationto USN. Theseexchanges of information
were accomplished by e-mail and through a dedicated T-1 line. Information transmitted on this T-1 line
did not run directly between Spectrum and USN’s UNIX computer system. Rather, information was
tranamitted through afile transfer protocol (“FTP’) server that linked Spectrum and USN (Hrg. Tr. 141
(Doyle)). The sole purpose of this FTP server use was to pass large amounts of data back and forth
between Spectrum and USN (Hrg. Tr. 348 (Struble)).

According to the testimony of George Doyle, the founder and Executive Vice President of
Spectrum, each month USN sent to Spectrum viathe FTP server twelve to eighteen files (extracted from
hilling and financid databases) to use for billing (Hrg. Tr. 152, 158, 162 (Doyle); Hrg. Tr. 346-47, 381
(Struble)). Included among these files were credit files, which would show, on an account by account
basis, the amount of credit to be gpplied to a particular customer and the reason the credit wasgiven(ld.,

at 147); Rantiffs Exhibit 3 is an example of suchacredit file (1d., at 149). Spectrum used theinformation
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fromUSN, aswdl asinformationobtained fromthe loca or long distance carriers concerning usage (Hrg.
Tr. 195-96 (Doyle)), to generate detailed hilling information for each USN customer account.

Thisdetailed billinginformationwas transmitted over the T-1 lineto USN (Hrg. Tr. 132, 145, 147
(Doyle)), where it was stored in a database cdled “REPGEN” — which is an acronym for “report
generator” (Hrg. Tr. 349-50 (Struble)). Charles Struble, USN'’ sVice President for Information Systems,
described REPGEN as a physicd data base, containing detailed records from Spectrum in the form of
tables, as wdl as other financid information (1d., at 349). According to Thad Pelino, USN’'s Vice
President of Revenue Assurance, who was responsble for caculating revenue and ensuring the accuracy
of those caculations, this information was dectronicaly accessble to USN, but was not conveyed by
Spectrum to USN (or printed out by USN) in a hard copy report format (Hrg. Tr. 299-300). Once the
REPGEN informationwas received by USN, the finance group would interndly generate sel ected reports
to use for balancing and reconciliation (Hrg. Tr. 367 (Struble)).

In addition to this detailed source information, two reports relevant to billing were generated by
Spectrum and delivered to USN. One such report was entitled Find Sum Summary, which Spectrum sent
to USN by email in an Excd spread sheet format. This report “aggregate[d] al billing categories or
aggregate]d] eachbilling category for dl accounts’ and diminated the account-by- account detail, showing
only totas by hilling category (Hrg. Tr. 164 (Doyle)). The other report, entitled Final Sum, aso was sent

by email inan Excd format, prior to 1998; accordingto Mr. Doyle, because of the volume of information
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communicated in the Fina Sum Report, thereafter the report was converted to a Paradox format (which
had greater capacity than Excel) and transmitted on the T-1 line (Hrg. Tr. 144 (Doyle)).?

USN’s Revenue Assurance Group, headed by Mr. Pelino, used the monthly billing information
from Spectrum as the Sarting point for the revenue figuresto be used in USN’ s financia statements (Hrg.
Tr. 293 Pdllino)). Adjustments then would be made to revenue and costs would be caculated, including
the cost of the service purchased for the customer by USN fromthe RBOCs. Inthisregard, USN issued
reports concerning not only the amounts of accountsreceivable, but dso ther age: thet is, thelength of time
aparticular amount had been outstanding but unpaid. The various revenue and cost informationwould be
assembled in what USN referred to as a“Monthly Close Package” or “Revenue Close Package,” which
would then form the basis of the cost and revenue information set forth in USN'’ sfinancid statements.,

D. USN’s Computer Systems.

Because much of the informationat issue was stored dectronically (inaddition to or in lieu of hard
copy printouts), we turn to adiscussonof the USN computer system. As of November 1998, when the
firglawvsuitswerefiled, USN’ scomputer systems were divided into two overarching categories (see Defs!’

Demondtrative Ex. 1).

SAswiththe“Monthly Sales Roll Up” reports, thereis conflict in the testimony as to what constitutes a“Final
Sum” Report. Mr. Doyle identified the detailed, voluminousreport marked as Plaintiffs’ Exhibit 2 as a Final Sum Report
(Hrg. Tr. 134, 135), which he said was sent to USN forevery billing period in 1998 (1d., at 140-41, 143-44). However, Mr.
Pellino identified that document as a print-out from the REPGEN file, and testified that Defendants’ Exhibit 7 (a much
thinner document) was an example of the Final Sum Report (Hrg. Tr. 293-94). Likewise, Mr. Struble distinguished Final
Sum Reports from the REPGEN file, which he said contained the physical data behind the Final Sum Reports (Hrg. Tr.
373). And, indeed, even Mr. Doyle at one point referred to Plaintiffs’ Exhibit 2 not as a Final Sum Report, but as Final
Sum “detail files” (Hrg. Tr. 164) — which is consistent with the explanations by Messrs. Doyle and Struble. While the
Court isinclined to credit Mr. Pellino on this point, for the reasons described below, this dispute is not material to the
outcome of the motion.
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First, there was a UNIX server that contained a number of databases which could be accessed
through different software gpplication. The databases included (1) the FPS database, which was a
repository of the hillinginformationfor customers, product and pricing information, and customer account
data that was used to send the various reports to Spectrum (Hrg. Tr. 346 (Struble)); (2) the “Vantive’
system, whichwas used by the sales organization and contained marketing and salesinformation (and from
whichthe Sales Summaryreportsweregenerated beginninginmid-December 1997) (1d., a 348); (3) Mas
90 (and later Oracle), which contained the financid information of the company (1d., 348-49); and (4)
“REPGEN,” whichwasthe repository for informationrecel ved fromSpectrum concerning customer hilling
(Id., a 349). The Vantive system, which contained sdes information, was maintained on a UNIX
developmenta server; the other databases mentioned, which contained financid and hilling information,
were on aUNIX production server.

Second, USN maintained NT servers. These servers were used by USN for email, desk top
computers, and local areanetworks(Hrg. Tr. 345-46 (Struble)). Through these systems, USN employees
could generate correspondence and other origind documents. In addition, information contained in the
databases on the UNIX system could be accessed through the desk top computersonthe NT servers, but
when accessed and/or copied eectronicdly, the information dso would remain stored in the UNIX
database (Hrg. Tr. 346 (Struble)).

Charles Struble was the personwithoverdl responshbility for dl computer sysemsa USN. Mr.
Struble delegated direct responghility for the two sides of the USN computer systemsto two different
people: Christopher Urban was responsible for the NT servers and desk tops and David Rohrmanwas

responsible for the UNIX servers (Hrg. Tr. 350-51 (Struble)).
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E. USN’s Pre-Litigation Retention Practices.

Prior to the commencement of this litigation in November 1998, USN did not have in place any
forma retention policy covering the many categories of documents and eectronic information USN
regularly created and received (Hrg. Tr. 215 (Monson), Hrg. Tr. 249 (Elliott)). Thus, not surprisingly, as
of November 1998 it appears that USN did not have a set of complete and organized files of important
business documents that were readily accessible. In September 1998, an Arthur Andersen report
commented on the inability to locate certain types of busnessdocumentsat USN (PIs” Reply Mem., App.
A). However, asof thetimethislitigation commenced, USN did maintain severd practicesdocumentsthat
are of relevance here with respect to preservation (or dimination) of hard copy and electric.

Firgt, withrespect to emails, USN routindy created backup tapesthat werestored oncomputers.
USN maintained copiesof these back-up tapes only for aperiod of about thirty days, in order to fecilitate
disaster recovery; the tapes used to make these copieswerethenreused . Thus, these back-up tapeswere
not intended to, and did not, create an archival record of the e-mail system (Hrg. Tr. 393 (Struble)).

Second, in approximatdy the summer of 1998, in anticipation of upcoming office closures and
layoffs, USN put into place a set of procedures for “preserving company assets [and] retrieving key
records’ (PIs.” 07/25/00 Am. Mem., App. 12 (Foster Dec., 1 6)). Lane Foster, USN’s Vice President
for Human Resources, was placed in charge of developing these procedures (1d.). In putting together
these procedures, Mr. Foster met with in-houselawyersat USN (induding Dennis Monson, USN’ sVice-
President, Secretary, and Genera Counsdl), and withTom Jeavons, a Senior Vice-President for Sales(ld.
at 7). Asaresult of thosediscussions, the criteriathat USN put into placefor preserving documentsfrom

the closed sdles offices focused on preserving two categories of documents: (1) origind documents that
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wereimportant to USN’ s ahility to service exiging customers, and (2) other documentsthat individud sales
people wished to maintain for their persond reasons. Documents not falling into one of those categories
would be discarded.

Third, inthe summer of 1998, Mr. Urbanwas placed incharge of a project to purge the computer
drives of terminated USN employees. This program was initiated for several reasons. (1) USN was
concerned about security risksthat might be created if terminated employees potentidly could accessthe
computers, and (2) computer server space was at a premium, and purging the computer files of former
employees would free up space of the servers (Hrg. Tr. 43 (Urban)). As part of the procedure
implemented by Mr. Urban, when an employee was terminated, Mr. Urban would notify appropriate
people a USN that the terminated employee sfiles (including email files) would be deleted, and that if
anyone bdieved that something should be saved, then Mr. Urban was to be informed so that it would not
be deleted (Id., a 43-46). This process had been ongoing for severd months prior to the filing of this
litigation in November 1998 (Id., at 43-46).

F. Thelnitiation of Litigation.

On November 12, 1998, the Glotzer case was filed in the Southern Didtrict of New York. In
rgpid succession, 13 other lawsuits were filed againg USN in the Southern Didtrict of New York, the
Northern Digtrict of Illinois and esewhere.

The Glotzer case did not contain many of the detailed dlegations that are presently found in the
Consolidated Complaint. However, in Glotzer, the plantiff aleged, anong other things, that USN fdsdy
and mideadingly stated that the money collected in the initid public offering was auffident to meet both

capital expenditures and “anticipated negdive operating cash flow for the foreseeable future” (11 66,
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71(c)); that USN fdsdy and mideadingly stated thet it attracted and retained customers well, dueto its
hilling capabilities (11 67, 71(e)); and that USN in these and other ways materidly misrepresented its
financid condition (Y 72).

Immediately upon the filing of the Glotzer lawsuit, USN was required to preserve for possible
productionin the lawsuit documents (whether in hard copy or eectronic form) that might be discoverable.
That duty flowed both from the Private Securities Litigation Reform Act of 1995 (“PSLRA”) 15 U.S.C.
8 78u-4(b)(3)(c)(i), and from a common law duty not to spoil documentsthat might be discoverable inthe
litigation. See, e.g., Barnhill v. United States, 11 F.3d 1360, 1368 (7" Cir. 1993).

G. The November 12, 1998 Board M eeting.

The need to preserve documentsiin light of the Glotzer lawsuit, was discussed at a USN board
meeting held onthe evening of November 12, 1998, the day that the Glotzer casewasfiled. In attendance
at that medting were the defendants on this motion (M essrs. Elliott, Brekka, Greenwood, Hynes, Johnston,
Mitchdl, and Sekulow); USN’s Chief Operating Officer, Dennis Dundon; USN's Vice
President/Secretary/General Counsdl, Thomas Monson; USN's Executive Vice Presdent (and formerly
its genera counsdl), Ron Gavillet; and outside attorneys from the law firm of Skadden, Arps, Sate,
Meagher & Flom (“ Skadden™). Theaffidavitsand in court testimony establishesthat the participantsat the
meeting are unanimous on one point: one of the Skadden attorneys, Mr. Kraus, made it clear, in vivid
terms, that with filing of the lawsuit document preservationmust be atop priority at USN. The witnesses
testified that Mr. Kraus warned that he “could ded with bad documents,” but “there was nothing worse
than destroying documents,” thus, he emphasized the “importance of maintaining the documents’ (Hrg. Tr.

210, 215 (Monson)); see also Defs” Mem., App. 5 (Monson Supp. Decl. 1 3)).
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The testimony aso has been unanimous that at the megting, USN’ s directors took heed of this
admonition and directed that USN management — headed by Mr. Elliott, the CEO — promptly take steps
to preserve documents. The witnesses differ, dightly, on how they recal the direction being phrased.
Severa witnesses indicate that the advice by Mr. Kraus and the direction by the board was that “all
relevant documents be preserved and not destroyed” (See, e.qg., Hrg. Tr. 247 (Elliott); Outsde Dirs’
Mem., Apps. 4 (Aff. of D. Mitchell, {1 5) and 2 (Aff. of J. Hynes, 1 3)) (emphasis added). Other witnesses
described the directive as requiring that USN preserve documents that “could be’ or “may be” rdevant
to the litigetion (See Defs” Mem.” Apps. 22 (Supp. Dec. of T. Elliott, 1 3); and 19 (Dec. of R. Gavillt,
1 2)). One witness stated that both the advice and the direction were broader: that “the Board and
management needed to preserve and not destroy any corporatefiles’ (OutsdeDirs” Mem., App.5 (Aff.
of E. Sekulow, 1 3)) (emphasis added).

H. The Steps Taken to Implement the Board’ s Directive.

Shortly after the November 12, 1998 Board meeting, the need to preserve documents was
discussed at a USN staff meeting attended by USN officers and high level managers representing every
businessgroup within USN: operations, saes, marketing, information technol ogy, revenue assurance, and
customer service. The attendeesincluded, among others Messrs. Elliott, Gavillet, Monson, and Dundon,
dl of whomhad been at the Board meeting; Messrs. Jeavons and Patrick, from sdes, Mr. Pdlino; Messrs.
Struble and Bethke, from Information Systems; Ellen Craig (another in-house lawyer); and Steve Parrish
(Executive Vice-President of Operations) (see, Defs” Mem., App. 18, (DundonDep. 252)). Mr. Dundon
testified that this meeting had severd purposes. to inform the managers of the lawsuit, and to assure them

that the company would respond toit appropriately; and for Mr. Monson to relate to managers the need
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to preserve documents (Hrg. Tr. 408). At the meeting, Mr. Monson relayed Mr. Kraus admonition
concerning the dangers of document destruction, and directed that al documents be preserved (Hrg. Tr.
226-27) (Monson). Mr. Monson further instructed that his direction be communicated by the managers
“withinther respective departments’ ((Defs.” Mem., App. 5, Monson Supp. Dec., 4); seealso Hrg. Tr.
358 (Struble)).

Severa withesseswho attended the medting have tetified that Mr. M onsonindeed communicated
abroad directive that dl documentsweretobepreserved. Mr. Jeavonstedtified that a“ substantial warning
wasgiven’ (Defs’ Mem., App. 4 (Jeavons Dep. 94)), and while no directionwas givenasto what soecific
types of documents to retain, “my inter pretation was don’t throw out anything” (I1d. at 95) (emphass
added). Smilarly, Mr. Dundon testified that, while he could not recall any specific indructions being given
at the saff meeting, “I think it wasjust acautionthat most everything that the company had would need
to be looked at by the lawyers’ (Defs” Mem., App. 18 (Dundon Dep. 255)) (emphasis added).

However, the Court finds that after this saff meeting, Mr. Elliott persondly took no afirmative
steps to ensure that the directive was followed. Mr. Hlliott did not direct that USN implement a written,
comprehensive document preservationpolicy, either ingenerd or with specific reference to the lawsuit; he
did not indruct that any e-mall or other written communication be sent to staff to ensure that they were
aware of the lavauit and the need to preserve documents; and he did not meet with the department heads
after this gaff meeting to follow up to see what they had done to implement the document preservation
directive (Hrg. Tr. 247-48 (Elliott)). Mr. Elliott had aday-to-day presenceat USN, and readily could have

inquired into what was being done to preserve documents. He did not do so.
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Rather, it appears that Mr. Elliott attempted to delegate that responsibility completely to Mr.
Monson. In so doing, Mr. Elliott exhibited extraordinarily poor judgment. He had at his disposd the
Skaddenlaw firm, withscores of experienced attorneys capable of developing and implementing asuitable
document preservationprograminamajor securitieslawsuit. Instead, Mr. Elliott entrusted that task to Mr.
Monson, an in-house attorney withno litigationexperience whatsoever, and with no experience in putting
together a document preservation program (Hrg. Tr. 208 (Monson)). Nor isthere any evidencethat Mr.
Elliott (or Mr. Monson, for that matter) consulted with Skadden about how to implement such a program.

Mr. Monson's approach to the document preservation task reflected his inexperience.
Mr. Monson did nothing to ensure that dl USN employees who handled documents that might be
discoverable were aware of the lawsuit and the need to preserve documents. he held no meetings with
employees bel ow the managerid levd, and he did not issue any written communications to anyone on the
subject (Hrg. Tr. 216-17 (Monson); 247-48 (Elliott)). Mr. Monson did nothing to determine whether the
managers who attended the daff meeting followed his direction of communicating to their respective
departments the need to preserve documents, or if they did so, in away that sufficently impressed upon
USN’s employees the urgency of the task. This resulted in potentid incongstencies in whether or how
USN’s managers communicated with staff on this important matter. And, indeed, the evidence is that
employees respongble for discarding documents from the closed offices were unaware of any document
preservation directive (e.g., Hrg. Tr. 17, 19, 20 (Coleman); 103-04 (Van Dinther)).

Moreover, Mr. Monson did not review the pre-existing practices at USN rdating to document

preservation for terminated employees and closed offices, to determine whether these practices were il
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suitable in light of the need to preserve documents as a result of litigation. Had Mr. Monson conducted
such areview, it would have been evident that they were not.

The criteriafor preserving documents from closed offices created in July 1998 (which cdled for
saving documents necessary to service customers, and those requested by individual sales people) were
far lessinclusive than the broad directive Mr. Monson gave for documents to be preserved in light of the
litigetion. There were no specific criteria regarding what should be saved and what should not be saved
related to the lawsuit (Hrg. Tr. 247-48 (Elliott)). Moreover, the plan implemented by Mr. Foster did not
requireattorneysto review documents before discarding them, whereasthe message Mr. Monsondelivered
wasthat in light of the lawsuit, attorneys would need to review “most everything that the company had”
(Defs” Mem., App. 18 (DundonDep. 255)). Smilarly, the procedurefor purging e-mailsfromterminated
employeeswas not reviewed in light of this lawsuit. Whileit may have beenMr. Monson’ s*“expectation”
that people who were intending to discard potentidly rdlevant documents “againgt the backdrop of this
litigation” would contact him for “further clarification” (Hrg. Tr. 245 (Monson)), he falled to take stepsto
determine if that expectation was being met.

The Court finds nothing in the record to suggest that, in the face of Mr. Kraus warning and the
Board' s directive, Mr. Elliott (either directly or through Mr. Monson) embarked on a scheme to willfully

destroy documents, or to knowingly turnablind eye to destruction of documents relevant to this litigation.®

SPrior to the evidentiary hearing, Ms. Van Dinther had stated that Virginia Alpers, Mr. Elliott’ s secretary, had
told Ms. Van Dinther that Mr. Elliot had instructed Ms. Alpersto throw away files. Ms. Alpers flatly denied that she
had made such a statement to Ms. Van Dinther, or that Mr. Elliott had given her such an instruction (Hrg. Tr. 314
(Alpers)). Atthe hearing, Ms. Van Dinther clarified that Ms. Alpers had said that Mr. Elliott had told Ms. Alpersto
“clean out” his old officeafteramove; M s. Van Dinther admitted that she did not know if certain documents already had
been set aside to retain (Hrg. Tr. 121-22). Based on the Court’s assessment of these witnesses and Mr. Elliott (al of
whom testified in person), the Court finds that Mr. Elliott did not direct that relevant documents be discarded.
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Nonetheless, it was Mr. Elliott’ s responghility, as the head of day-to-day management, to take steps to
ensure that a suitable document presentation program was implemented. Through afailureto take action
himsdf or to entrust that responsibility to someone with the experience to carry it out, Mr. Elliott failed to
discharge that respongibility. The fact that thisfalure was the result of poor judgment (perhaps clouded
by the chan of events that had sent USN reding at the time) rather than malicious intent provides an
explanation for Mr. Elliott’s conduct that helps show it was not willful — but it does not entirely excuse his
faling.

Asfor the outsde directors, the Court notes that the evidence is undisputed that they preserved
and produced ther documents, and certainly gave no direction to destroy documents. But, these
defendants aso did not play any active role in implementing a broader preservation policy at USN, and
there is no credible evidence that they followed up with Mr. Elliott or others to determine if thair directive
had been implemented. None of the affidavits or declarations submitted by the directors detail any such
follow-up efforts. The only director to testify at the hearing, Mr. Hynes, suggested that he sought at least
one assurance that the directive was being followed. However, Mr. Hynes afidavit contained no such
assertion; and inhisin-court testimony, Mr. Hynes could provide no details asto when, where or by whom
the assurance was asked for or given (Hrg. Tr. 205-06). We give Mr. Hynesin-court testimony on this
point no weght.

For this lack of follow up, the outsde directors may farly be criticized. This lack of follow up
reflectsthe view, as expressed by Mr. Hynesinhistestimony, thet the outside directors believed that taking
anactive role inensuring preservation of documentswas not part of ther “respongbility asdirector[s],” but

that “[t]he people down inthe trencheswho gathered the data” would performthat task (Hrg. Tr. 202, 204
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(Hynes)). This myopic view begs the question of who was supposed to seeto it that the “people down in
the trenches’ actudly carried out the task. The Court suspectsthat if the outside directors had instructed
Mr. Elliott to pursue an advantageous corporate opportunity, they would have taken an “active’ roleto
follow up to see what had been done. They should have done the same thing with respect to the less
pleasant task of document preservation.

Nonethdess, the Court is mindful that these outsde directorswere just that: outside the company,
without aday-to-day presence at USN. And, thisisnot acase wherethey learned of the duty to preserve
and did nothing (or, even worse, directed document destruction). To the contrary, they gave an explicit
direction to Mr. Hlliott to see to it that documents were preserved. The Court finds that in the
circumstances, the outside directors could reasonably rely on Mr. Elliott followinga Board leve directive
to implement a preservation program, and thus they are not at fault for Mr. Elliott’ sfalure to do so.

l. The GapsIn USN’'s Document Preservation.

It is plain that USN made efforts to preserve documents — and, as will be discussed later, has
produced amassve vaumeof hard copy and ectronicdly stored information. However, theinadequacies
inthe document preservationprogramat USN created severd potentia gaps, whichresulted indocuments
being discarded without having been reviewed to determine whether they should have been preserved.
Each of these gaps will be discussed below.

1 The Closing of Sales Offices.

Asareault of finencid distress, USN closed anumber of sales officesin November 1998, induding

asubgtantial sdes office located on the fourth floor of the USN offices at 10 South Riverside in Chicago.
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By November 1998, only the sdles function remained on the fourth floor office; other adminigtrative and
executive functions had been moved elsawhere earlier in 1998 (Hrg. Tr. 261 (Elliott); 228-29 (Monson)).

Pursuant to the proceduresimplemented by Mr. Foster inJuly 1998, the documentsin the closed
offices were to be reviewed for the purposes of separating out and preserving those which were needed
to support the customer base. The sales department was required to review the documents to determine
what was to be preserved; once that process was completed, the rest would be discarded by persons
under thedirectionof Mary Coleman, USN’ s FacilitiesManager, who reported to Mr. Foster. Theperson
fromthe sales department involved inthat screening process was Christine Van Dinther, an Adminidretive
Assgtant to Messrs. Jeavons and Patrick.

Ms. Van Dinther and Ms. Coleman both testified at the evidentiary hearing. Ms. Van Dinther
stated that, despite the programimplemented by Mr. Foster, she was never told what needed to be saved
fromthefourthfloor; however, she “had anideain[her] mind’ that salesliterature and customer filesshould
be saved (Hrg. Tr. 104-05 (VanDinther)). Ms. Van Dinther indicated that sheidentified and placed inthe
boxesthose maerids to be saved, aswdl asfilesfrom Ryan Mullaney, the former Vice-president of Sales
and Marketing who had left USN in July 1998, and Lori Kloonan, his Adminigrative Assistant (Hrg. Tr.
104 (Van Dinther); see also Hrg. Tr. 266 (Elliott)). Ms. Van Dinther tetified that when she performed
this functionof identifying which documents were to be preserved, she was unaware of the lawsuit and of
the directive that documents needed to be preserved for litigation (id., a 103-04). The individual
defendants did not offer any testimony or other evidence a the hearingto contradict Ms. Van Dinther on
this point. In light of USN'’ sfailure to implement a program to ensure employees knew of and followed

the document preservation requirement, the Court credits this testimony.
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Ms. Coleman testified that her taff began discarding documents from the fourth floor office in
November 1998, and that this process continued for several months through April 1999. It isundisputed
that numerous dumpsters full of documents were discarded from that office during that time period (Hrg,
Tr. 104, 107 (Van Dinther)). When Ms. Coleman discarded the documents, she believed that Ms. Van
Dinther and the people working with her in the sales group dready had gone through the documents and
identified what needed to be retained. Ms. Colemanindicated that she, too, performed thisfunction without
having been informed of the lawsuit, or any specid preservation requirements imposed by it (Hrg. Tr. 17
(Coleman)). In light of the albsence of contrary testimony, the absence of Ms. Coleman or anyone from
HumanResources at the saff meeting at whichMr. Monsongave the directive to preserve documents, and
the absence of any systematic follow up after that meeting, the Court finds this testimony credible.

Through this process, numerous documentswere discarded without ever having beenreviewed by
lawyers to determine their potentia discoverability in thislawsuit (Hrg. Tr. 218 (Monson); 248 (Elliott)).
That was a subgtantid flaw in USN'’ s efforts to preserve documents. Nonetheless, the Court finds that,
while it is impossble to say that no discoverable documents were discarded, it is unlikely that the sole
sources of certain discoverable information were located in the closed sales offices.

By November 1998, the executive and financia branches of USN had aready beenrelocated to
different floors a the Riversde location. Thus, it is not likely that hard copy financid reports and other
related documents had been moved to offices on other floors of the building. By al accounts, the
documents in the sales offices largely consisted of sales and marketing forms, which were not likey to
possess information reevant to the dams in thiscase. The sdes offices dso housed customer files, but

under Mr. Foster’ spre-suit preservation policy, thosewere preserved. Indeed, hundredsof customer files
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were produced; plaintiffs ingoected a sample of 41 of those files, but elected not to copy any of them
(Defs” Mem., App. 1 (Waton Dec.qf 10-13)).

The only dearly discoverable category of sdesrelated documentsidentified by plantiffs as having
been discarded on the fourth floor are the Monthly Sales Roll Up reports. However, the testimony is
serioudy contested as to whether any such reports were destroyed. Theprincipa evidence of destruction
of Monthly Sales Rall Up Reports comes from Ms. Van Dinther. At the evidentiary hearing, Ms. Van
Dinther stated that she had boxed up for preservation documents from the fourth floor, induding customer
files, sdesliterature, Monthly Sales Roll Up Reports, and certain other files, but subsequently wastold by
Ms. Coleman that those boxes had been destroyed (Hrg. Tr. 108 (Van Dinther)). The Court does not
credit this testimony for two reasons.

First, Ms. Van Dinther’ s testimony concerning Ms. Coleman’s purported statement is hearsay.
The Court findsit curious that plaintiffs dicited this tesimony from Ms. Van Dinther, whom they cdled to
tedtify after Ms. Colemanhad completed her tesimony, without firgt asking Ms. Colemanif she had made
such a gtatement to Ms. Van Dinther — even though plaintiffs dso had cdled Ms. Coleman as awitness.

Second, plaintiffs eicited from Ms. Coleman the testimony that the only documents that Ms. Van
Dinther had identified for preservationthat had beenlost weresome preprinted sa esforms, whichhad been
discarded accidentaly (Hrg. Tr. 28, 29 (Coleman)). Ms. Coleman was never confronted with the

accusation that she had discarded boxes containing Monthly Sales Roll Up Reports.  In these
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circumgtances, the Court finds credible Ms. Coleman’s testimony that the only box earmarked for
preservation that was destroyed was the box of preprinted sales forms.”

2. The Purging of Terminated Employees Computers.

Thereisadispute in the testimony concerning whether Mr. Urban, who was in charge of purging
e-mals of terminated employees, wastold of the need to preserve documentsfor the litigation. Mr. Urban
testified that the only knowledge he had of the pending litigation was through “hearsay,” and that he was
not ingtructed that e-mail files or other electronically stored documents had to be preserved as aresult of
pending litigation(Hrg. Tr. 53 (Urban)). Mr. Urban’ ssupervisor, Charles Struble, was at the staff meeting
where Mr. Monsongave the direction that documents had to be preserved. However, while Mr. Struble
sad that heinformed his st&ff of this requirement, and that this would have included Mr. Urban, he did not
specificdly testify that he discussed with Mr. Urban the need to preserve documents as a result of the
litigation (Hrg. Tr. 358 (Struble)).

In any event, there is no evidence that Mr. Urban was ingtructed to take specid stepsto modify
the system of purging the email files of terminated employees to make sure that potentialy discoverable
documents were preserved. Nor were there sysematic efforts made to archive emalls as of the

commencement of thislitigation until shortly before the sde of USN assets to CoreComm in May 1999.

"Ms. Van Dinther also testified that she had copies of Monthly Sales Roll Up Reports on her computer hard
drive, but that these were lost in early 1999. Ms. Van Dinther stated that this occurred not in connection with an office
closing, but occurred laterwhen she was changing job positions: she testified that in connection with that change, Mr.
Patrick directed her to delete everything on her hard drive (Hrg. Tr. 102-04 (Van Dinther)). The defendants had
designated Mr. Patrick as a witness at the evidentiary hearing, but then elected not to call himtotestify. Wecredit Ms.
Van Dinther’ s testimony on this point — but do not conclude that Mr. Elliott bears responsibility for the actions of Mr.
Patrick, who was at the staff meeting and plainly was told not to discard documents.
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The Court nonethdessfinds it unlikely that as aresult of this omisson, discoverable computer information
was logt.

First, Plantiffs suggestion that this program condtituted a“systematic purging” of USN'sLAN
server drives (PIs” 7/25/00 Mem. at 9) isa mideading characterization of the evidence. The program of
purging e-malil files gpplied not to dl employees, but only to terminated employees (Hrg. Tr. 43-44, 46,
90-91 (Urban)).2  And the people who were being terminated after the lawsLit were sales employees; no
evidence has been offered thet their email files were likely to contain discoverable information that was
not available elsewhere.

Second, USN'’ ssenior executivesplainly were aware of the need to preserve documents, and the
uncontradicted testimony is that with respect to their persond files (including e-mall files), they took that
responsbility serioudy and in fact preserved documents. It is undisputed that the outside directors
preserved and produced ther persond files (Outsde Dirs” Mem., Exs. 1-5), and that hard copy and
computer filesof senior executiveswere preserved and produced (see Defs” Mem., App. 1 (WatonDec.,
17)). Plaintiffs do not assart that information from these filesis missing.®

Third, while afewimportant senior executivesl et the company inthe summer of 1998 (specificdly,
Mr. Sweas and Mr. Mullaney), there is no evidence that their e-mail files dill existed as of the time this

litigationcommenced inNovember 1998. Tothecontrary, Mr. Urban’ stestimony establishesthat pursuant

8The Court notes that in making this argument, plaintiffs selectively quote fromaNovember 10, 1998 e-mail from
Mr. Urban indicating that shortly he would be del eting data from network servers and workstations unless there was a
request to maintain it (Pls.” 7/25/00 Mem. at 9 n.7 and PIs.” App. 18). The portion of the e-mail that plaintiffs neglect to
quote plainly states that this program would apply only to former employees, not current ones.

%Indeed, the undisputed evidence is that in May 1999, when a change in computer systems led Mr. Gavillet to
be concerned that certain of his e-mails had been | ost, efforts were undertaken — successfully —to restore them (Hrg. Tr.

84 (Urban); 316-18 (Alpers); 467-68 (Gavillet)).
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to the program of purging e-mall files that he put into place, the e-mall files of executiveswho left USN in
the summer of 1998 would likely have been purged before November 1998 (Hrg. Tr. 90-91 (Urban)).

Fourth, the undisputed testimony established that Mr. Urban had responghbility only for the NT
server sde of USN’s dectronic data sysem. Mr. Urban had no respongbility whatsoever for USN’s
UNIX databases, which came under the responsbility of another employee, Mr. Rohrman. Thereisno
evidencethat the eectronicaly stored billingand financid dataonthe UNIX system—whichwould include
information on revenues and costs — was destroyed afer the lawsuit commenced.

To the contrary, the evidence establishesthat USN infact did take measuresto preserve that data
In January 1999, backup tapes were made of the REPGEN files then exiging in the UNIX system, in
connection with the implementation of a new software application; “Quick Reports’ (Hrg. Tr. 380
(Struble)). Andin May 1999, after USN filed bankruptcy and its assets (including the computers) were
about to be sold to CoreComm, USN made backup tapes of dl of the dataonthe UNIX servers, so that
information would be preserved after the sde of assets (1d., at 374).
J. The Discovery in This Case.

The documentary discovery in this case got off to alate start, as the result of anumber of factors
—not the least of which was the fact that USN was in bankruptcy, and a dispute arose as to the ability to
obtain documents from USN in light of the pending bankruptcy proceeding. The Court resolved that
dispute on January 27, 2000 (doc. # 135), and shortly thereafter, documents from USN were made
avalable — in a volume that gpparently no one expected. While counsd for the individud defendants
origindly indicated that USN had thirty-five boxes of documents to produce, some 587 boxes ultimately

were produced, comprisng more than one million pages of documents and various computer tapes

34



containing countless additiond (or duplicative) documents (Defs” Mem., App. 1 (WdtonDec,, 15)). The
computer tapes produced included the backup tapes made of the UNIX computer systemshortly before
the sde to CoreComm inMay 1999; however, it does not appear that the January 1999 backup tape was
produced. Plaintiffs salected more than 500,000 pages of those documents for copying (Defs” Mem.,
App. 1 (Wdton Dec. ] 6)), and created a computer database for storing the documents eectronicaly.
According to plantiffs counsd, the database hasword search capability to facilitate location and retrieva
of documents (7/25/00 Tr. at 42).

Despite this sophisticated system, it is clear that even as of the time that the amended motion for
sanctions was refiled on July 25, 2000, plaintiffs did not have a firm grasp of what documents they
possessed — and the individud defendants did do much to help plaintiffs figure it out. We focus the
following discusson on the particular categories of informeation the plaintiffs dam are missing.

1. SaleslInformation.

In their amended motion, plaintiffs assert that no Monthly Sales Roll Up Reports had been
produced, and that this information is critical to their case (AIs” 7/25/00 Am. Mem. a 7). Plantiffs
evidence fals to establish elther point.

Asdiscussed above, while it appearsto be the casethat no documents entitled “Monthly Sales Rall
Up Report” have been produced, the individua defendants have produced reports that contain the same
information as plaintiffs assart was contained inthe Sales Roll Up Reports. It is clear that the defendants
have produced raw saes data, as reported by the field, in “roll-up” form for every month since January
1997, inthe formether of the State Directors Reports or the Summary Sales Reports generated fromthe

Vantive database.
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The testimony establishes that the State Directors Reports contain the same information as the
Monthly SalesRoll Up reports. Ms. Reynolds testified that the State Directors Reportswerethe same as
the Monthly SalesRall Up Reports (Defs” Mem., App. 6 (Reynolds Dep. 82-84)). And, while Ms. Van
Dinther said that the Roll Up Reports differed somewhat fromthe State DirectorsReports, she also testified
that they were based on the same source of information (Hrg. Tr. 124-25), and that any differences
between them were not mgor (Id., at 113-14). USN has produced State Directors Reports for each
month from January through November 1997.

The evidence a0 establishes that beginning in mid-December 1997, USN began generating a
Sales Summary Report from the Vantive sysem. The individud defendants produced to plaintiffs those
reports covering the entire time period from December 15, 1997 through September 18, 1998 (Defs’
09/05/00 Submission, Ex. A). The Sales Summary Reportsgenerated from the Vantive system st forth
the same information as the State Directors Reports (compare Defs.” Exhibit 2 (State Directors Report)
and Defs” Exhibit 3 (Sales Summary Report)). Both are based on information reported from the sdes

department, and both contain the same categories of information(Id.; seealso Hrg. Tr. 425 (Dundon)).*°

©There is adispute as to whether USN continued to generate hard copy Monthly Sales Roll Up Reportsor State
Directors Reports after November 1997. Ms. Van Dinther says that she continued to prepare Monthly Sales Roll Up
Reportsin 1998 (Hrg. Tr. 100 (Van Dinther)). By contrast, Mr. Dundon testified that the Monthly Sales Roll Up Reports
and/or the State Directors Reports were not used af er the implementation of Vantivein late 1997 (i.e., late November or
December 1997) (Hrg. Tr. 422,426, 435-36 (Dundon)), and that the VVantivereports were “meant to be replacement for [the]
sales roll-up reports” as “the place that the company was capturing its sales data for reporting” (Id., at 425). We credit
Mr. Dundon’ s testimony, which also is consistent with thefact that, while defendants produced State Directors Reports
for each month through November 1997, no such reports were produced afterthat time. In any event, since the Vantive
Sales Summary Reports contain the same sal es data as the Monthly Sales Roll Up Reports or State Directors Reports,
this dispute isimmaterial to the outcome of the motion.
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Based on the foregoing, the Court finds that the State Directors Reports and the Sales Summary
Reportsproduced by defendants contain essentidly the same informationthe plantiffs sought inthe Monthly
SalesRall Up Reports. The Court therefore concludesthat the plaintiffs have received theinformation they
have sought regarding the raw, unprovisioned, sales data necessary to test their theory that the publidy-
reported revenue numbers were based on inflated and untested sales data. Moreover, the Court finds
plantiffs assertions to the contrary troubling in two regards.

First, in a response to arequest to admit served on July 18, 2000 (on the eve of the amended
sanctions motion), plaintiffs asserted that they had received only “avery limited number” of State Directors
Reports and the Sales Summary Reports generated by the Vantive system (Defs” Mem., Ex. 25 (Request
No. 11)). That grudging admisson is belied by the evidence: the individua defendants have produced
State Directors reports for each month from January through November 1997, and have submitted Sales
Summary Reports generated by the Vantive systemfor the entire period from December 15, 1997 through
September 18, 1998 (see Defs’” 09/05/00 Submisson, App. A; Defs’” 09/07/00 Submission, App. A-1).

Second, the Court finds that plaintiffs plainly would have known — had they examined their
computerized document data base— that they had received State Directors Reports for each month from
January through November 1997. Haintiffsaso should have known that the Sales Summary Reportsfrom
the Vantive provided the same information. The documents generated from the Vantive database were
voluminous, conggting of some 124 boxeswhich were produced for plaintiffs review during the week of
May 29, 2000. But, despite the volume of the documents, plantiffs clearly were able to identify the Sales
Summary Reports that contained the same categories of information as roll up reports. we know that

because plaintiffs requested copies of three months worth of those reports (April 15 through July 15,
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1998). However, plaintiffsinexplicably faled to copy the Sdes Summary Reportsfromthe Vantive sysem
covering the period December 16, 1997 through April 15, 1998, and the period July 16 through
September 18, 1998 (Defs.’” 09/05/00 Submisson, App. A). Thus, to the extent that plaintiffsdo not have
the sdles information they seek, it isnot as a result of the defendants destroying it or failing to produce it
—itisaresult of plantiffsfailing to copy it.

The falure of plaintiffs to copy dl of the Sdes Summary Reports is particularly puzzling, snce
plaintiffs had expressed to the Court an urgent need to obtain them. During ahearing on April 11, 2000,
plantiffs stated that they had received only one Monthly Sales Rall Up Report, and while defendants
disagreed, they were unable to specify how many of them (or how many State Directors Reports) had
been produced and for what periods of time (4/11/00 Tr. a 24). Haintiffs argued thet they needed this
saesinformationto show that the publidy reported revenue wasbased oninformeation concerning salesthat
never actudly matured into red billings, with the result being that the publicly reported revenue was
overstated (Id., at 22-23). The Court accepted plaintiffs argument, and ordered theindividud defendants
to rebuild a computer system and application program that could access the Vantive sdes data from the
backup tapes of the UNIX databases made before the sdle to CoreComm inMay 1999. The Court ruled
that while the backup tapes meant that the sales informationonthe Vantive systemwas not destroyed, the
absence of a computer system capable of running the tapes to extract the information rendered that
information unavailable, and that inthose circumstances, it was fair to require the individua defendants to

shoulder the cost of extracting that information (1d., at 36-38).
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The individud defendants did so, and the cost was substantial: they place it at $159,632.63
(Elliott’s 09/29/00 Submission, at Ex. G). Subsequent events have persuaded the Court that thiswas a
cost that plaintiffs needlesdy inflicted on defendants.

The falure to copy that information suggests what the Court finds the evidence shows. that the
sdesinformationdoes not command the central importance of this case that plaintiffs origindly aleged. In
the initid motion and in numerous statements to the Court thereafter, plaintiffs took the position that USN
used inflated sales projection numbers set forth in the Monthly Sales Roll Up Reports as the basis for the
publicly reported revenue figures. However, after extensive briefing and in court testimony, plaintiffs have
offered no credible evidence that thiswas the case. The principa source of this alegation was Ms. Van
Dinther, who has no financid background, who had no role in preparing the publidy reported financid
statements, and who admitted that the sole sourcefor her bdief was overhearing aconference cdl that she
had set up where those involved stated that the sales numbers were going to be “reported.” Ms. Van
Dinther admitted that she did not know to whom the sales numbers were being “reported,” that she had
no actua knowledge that rollupswere used to report revenue publicly, and that her initid dlegationthat roll
up reports were the basis for reported revenue could be mistaken (Defs’” Mem. App. 7 (Van Dinther
Dep. 108-09, 115, 123)). The other source for thisdlegation, Ms. Reynolds, likewise offered no factua
basisfor her assertion that roll up reports were the basis for reported revenue, and admitted that she did

not know how the company tracked revenue (Id., App. 6 (Reynolds Dep. 85, 103-104, 123)).1*

Upjaintiffs also have asserted that testimony by Mr. Parrish, USN’s former executive vice president of
operations,“confirmed” that the Monthly Sales Roll Up Reports were the “sole source” of USN’s information onlines
sold (PIs.’ 07/25/00 Am.. Mem., at 7 and App. 9, at 97-101). However, Mr. Parrish’s testimony refutes that assertion: he
madeit clearthat the rollupswere not the foundation of thelines sold information (I1d., at 98), and that lines sold statistics
were based on what was provisioned after the “ scrubbing” process described above at pp. 13-15 (id., at 99-101).
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Indeed, inthe amended moation, plaintiffs now urge that publicly reported revenue was derived not
from interndly reported sales information, but rather from what was actualy hilled to customers (PIs’
7/25/00 Am. Mem. at 13). Pantiffs should have known, long before filing the amended sanctions motion
filed on July 25, 2000, that they suffered no prgudice from any loss of any Monthly Sdes Roll Up
Reports.'?

2. Final Sumg/Final Sum Summary Reports.

Inthe amended moation for sanctions, plaintiffs asserted that “not asingle Find Sum or Find Sum
Summary Report (in either hard copy or in Excd spread sheet format) wasever produced to plaintiffs by
USN or any other defendant” (Pls.” 7/25/00 Am. Mem. at 13). However, plaintiffs counsel conceded at
the close of the evidentiary hearing what the evidence has clearly established:  “[t]hat was an incorrect
satement” (Hrg. Tr. at 486).

Theindividua defendants have produced Find Sum Summariesinhard copy formfor each month
during the period August 1996 through January 1999 (Defs.” 09/05/00 Submission, App. B). These
reports areftitled “Find Sum Summary,” and thus plaintiffs would have known they had these documents
had they looked for them on their computerized database.’®* This makes al the more disappointing

plantiffs assurance in open court on July 25, 2000 — the date the amended motion was filed — that

12p| aintiffs nonethel ess continue to assert that thosereports would show that the revenues that were publicly
reported were fictitious, and they assert that no such reports were produced for the period August 1997 through
February 1998 (PIs.” Reply Mem. at 10-11). However, the evidence contradictsthat assertion: the State Directors Reports
and Vantive Sales Summary Reports — which, if they are not the same as roll up reports, contain the same information
—were produced for that entire period (with the exception of atwo-week gap December 1 through December 15, 1997).

18T he Court has determined this not from a computer database, but by amanual review of the documents listed
by defendants as Final Sum or Final Sum Summaries (see Defs.” 09/05/00 Submission, App. B).
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plantiffs counsel had searched ther litigationdatabase and could verify that no Find Sum Summarieshad
been produced (07/25/00 Tr. at 42, 57-58).

The record is murkier with respect to the individud defendants productionof Find Sum Reports
because even now, after the exchange of hundredsof thousands of pages of documents and the taking of
scores of depositions, the parties cannot agree on precisaly what a Find Sum Report is. Plantiffs dam
that the Find Sum Report is a voluminous document (one sample of which is Plaintiffs Exhibit 2), an
assertion that finds some support in the tesimony of Mr. Doyle from Spectrum (Hrg. Tr. 164); but
esewhere in histesimony, Mr. Doyle referred to that document asaFind Sum“detalled file’ (1d., at 142,
164). On the other hand, the individud responsible at USN for dedling withsuchreports, Mr. Pellino, has
tetified that Plaintiffs Exhibit 2 is not a Find Sum Report, but rather is a report generated from the
REPGEN database file, which provides backup informationfor the much thinner Find Sum Report (Hrg.
Tr. 294). Mr. Pdlino identified Defendants Exhibit 5 as an example of a Find Sum Report (1d. at 295).
But, Mr. Pdlino a so described Defendants Exhibit 7 asa Find Sum Report (1d. at 294-95) — eventhough
it bears the title “Find Sum Summary.” Mr. Struble tended to support Mr. Pellino’s testimony, by
identifying Plantiff’s Exhibit 2 as a Find Sum “detall report” (Hrg. Tr. 384), and his description of the
information in the REPGEN database is congstent with the information contained in Plaintiffs Exhibit 2.

The Court isindinedto credit Mr. Pellino’s testimony on thisscore: heis the individua who was
respongble at USN for dealing with these documents, and DX5 in fact bears the label “Find Sum,”
whereas PX2 bears no such labd. However, whichever way this question is resolved provides no
particular comfort to the individud defendants, because they have failed to make full production of either

of these types of documents.
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Even after extengve briefing and an evidentiary hearing, the individud defendants have never
identified for the Court the extent of their production of Find Sum Reports. Thus, the Court hasundertaken
a manud review of dl the documents that the defendants have identified as Find Sum or Find Sum
Summaries. In so doing, the Court hasfound that 54 of the documents listed by the individua defendants
asFind Sum or Find Sum Summary Reports (Defs” 09/05/00 Submission, App. B) were not provided
to the Court asrequested. Based on thetitle of the documents the individuad defendants have provided,
or on acomparison of them to Defendants Exhibit 5 (whichthe individua defendantsidentified asaFind
Sum Report), if the Final Sum Report is the type of document described by Mr. Pdllino, defendants have
produced them only for a smattering on months: June 1998, August-September 1998, November 1998
and January 1999.%* Given that Find Sum Summaries covering the entire period for August 1996 through
January 1999 were produced, these gaps are subgtantia. 1If the document that Mr. Pellino describes as
being generated from the REPGEN database isinstead a Find Sum Report, as Mr. Doyle suggedts, the
gapsindefendants productionare evenmore substantid: theindividua defendants have not producedany
of those reports.

This lack of production may stem in part from alack of preservation of the information snce,
according to Mr. Doyle, prior to December 1997 some Find SumReportswere sent by email. However,
the presence of so many Find Sum Summaries, and so few Find Sum Reports, leadsthis Court to conclude
there was no intentiona destruction, and that given the lack of any systemof document preservation prior

to thislawsuit, the missing reports may no longer have beenretained by USN whenthis suit wasfiled. But

“The Bates Numbers of these documents are USN3049587-96; USN12000877-79; USN1200040-41, 000892-93;
USN6008101-102; and USN2-035369.
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the fallureto implement aclear and rigorous document preservation program after this lavsuit commenced
makes it difficult to determine when these hard copy Final Sums Reports were lost and why.

Despite this absence of hard copy Final Sum Reports, the evidence suggests that copies of those
documents were preserved by USN in eectronic form. Thus, the fallureto produce that information may
reflect the fallure by the individud defendantsto searchfor and produce informationavalable to them. We
focus on three sources in particular that the individua defendants have failed to explore.

First, Mr. Struble testified that the volumes of data underlying the Find Sum Reportswas dway's
put onto the FTP server and downloaded to the REPGEN database on the UNIX server (Hrg. Tr. 371
(Struble)). Mr. Struble testified that in January 1999, a backup tape was made containing dl information
in the REPGEN database. Mr. Struble testified that this occurred because USN, for business and not
litigationreasons, replaced the REPGEN system withasystemcalled “ Quick Reports,” and thenarchived
the REPGEN database onthe backup tape (I1d., at 380-81, 384-86). Mr. Strubletestified that thisbackup
tape was conveyed to CoreComm in the sde of USN assets in May 1999, and that CoreComm still
possesses that backup tape (Id.). Moreover, Mr. Struble testified that this January backup tape could be
accessed at CoreComm, by restoring it to the UNIX servers presently a CoreComm (Hrg. Tr. 379) —a
process that would take only “afew days’ (Id. at 386).

Nonetheless, at the time of the hearing, the individud defendants had not asked CoreComm to
examine that backup tape to see what REPGEN informationwas avalable onit. Mr. Struble testified that
he had only been requested to look for backup tapes on September 11, 2000 (after Mr. Doyl€e's

testimony), and had found backup tapes containing what he believed were credit files preserved from the
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REPGEN backup inJanuary 1999, and whichhe produced for the firg time when he came to court for the
evidentiary hearing on September 12, 2000 (Hrg. Tr. 382-83).

Second, Mr. Struble testified that in May 1999, prior to the consummation of the sde to
CoreComm, USN made a “snapshot” of the information on the UNIX servers, which would have
“presarved dl the data that existed” at the time on USN'’s production servers (Hrg. Tr. 360)."> That
information was then provided to counsd for the individud defendants (1d. at 360-61). However, the
individua defendants did not take steps to ensure that a computer systemwould be avallable to search for
and extract the data on those tapes, as may be needed for the litigation (Hrg. Tr. 391 (Struble)).*®

Third, theindividua defendants did not ask CoreComm to search its active computer databases
for Find Sum Reports until late August 2000 — a which time the individua defendants learned that those
computers have Find Sum Reports going back to August 1998 (Hrg. Tr. 362-63), which in early
September they produced indisk form. I1n offering possible explanationsfor thelack of Final Sum Reports
prior to August 1998, Mr. Struble testified CoreComm might have deleted that information for space

reasons (Id. at 368). Mr. Struble testified that if that informationwas del eted for space reasons, it would

BAt the hearing, Mr. Struble testified that the “ snapshot” was taken of al the UNIX production servers,, as
opposed to development servers, becausetheideawas to save the “ production, operational, and financial information”
not the development information (Hrg. Tr. 390). Although the Vantive database was saved to a CD Rom, Mr. Struble
was not certain that Vantive was saved on the Snapshot, because he did not know if a snapshot was taken of the
development servers, and he thought that VVantive was run on a development server (ld., 389-90).

At the April 11,2000 hearing, during which the Court ordered the defendants to rebuild the computer system
sufficiently to extract the Vantive sales information, the Court declined to ordertheindividual defendants to recreate the
system (and the software applications) to the extent that was necessary to run the financial and accounting information
on that system. The Court did so based on the representation, unrebutted by the plaintiffs, that the defendants had
produced in hard copy form all relevant financial records (4/11/00 Tr. 13-14, 39). Given the admitted importance of the
Final Sum Reports as the starting point for USN’s publicly reported revenue figures (Hrg. Tr. 296-297 (Pellino)), that
representation clearly was incorrect.
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be archived and preserved; but he was not asked by the defendantsto |ook on any archived tapes for Find
Sums Reports prior to August 1998 (Id.)

The Court finds thet the individua defendants failed to conduct a sufficently thorough search to
locate Find SUm/REPGEN reports. The Court does not find convincing defendants argument thet there
was no need to make such a search until they were ordered by the Court to do so onJuly 25, 2000 (Hrg.
Tr. 372). On July 13, 1999, the Didtrict Court ordered mandatory disclosure in this case pursuant to
Rule 26(a)(1) (doc. # 23); that disclosure was due by October 25, 1999 (doc. # 63). There could be no
legtimate doubt about the discoverability of the Find SUm/REPGEN information, which Mr. Pellino
described as the starting point for the revenue information contained inthe public finencid statements (PIs.’
07/25/00 Am. Mem., Ex. 19 (Pdlino Dep. 51-57, 107)). Moreover, asdescribed above, eventhe search
for Fina Sum Reports by the individud defendants after the July 25 order leaves muchto be desired — they
did not ask CoreComm to searchfor archived information, and they did not examine what might be on the
January 1999 tapes. In ordering the search for Find Sum Reports (and certain other categories of
documentsraised inplaintiffs mation), the Court directed that the individua defendants focus their search
on the places where it is “mogt likdy that a document will be found” (7/15/00 Tr. at 57) — which the
individua defendants certainly should have known would be the tapes.

The Court is mindful of the difficulties created by the bankruptcy of USN, which deprived the
individud defendants of ready accessto agoing-concerndient whichcould provide thorough explanations
of the documentsand databasesat USN (Hrg. Tr. 498-500). However, USN'’ sbankruptcy wasdeclared
inFebruary 1999. Thesdeto CoreComm did not closeuntil May 1999; thetestimony indicatesthat during

that three-month period, outsde counsd for the individud defendants spent time at USN reviewing and
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assembling documents. One would expect that as a part of that process, there would be a discussion of
what documents went into preparing the public financia reports — and such a discusson would have
disclosed the existence and importance of the Find Sum Reports, and the REPGEN database from which
it was drawn.

Moreover, USN’s sde of assets imposed on CoreComm a contractua obligation to ad the
individual defendantsin their searchfor discoverable information. The speed with which Mr. Struble was
able to locate the January 1999 backup tapes and the relative ease of accessing the
dataonthemis evidence that earlier requests by the individud defendants likely would have yielded fruitful
information for both sides and for the Court and thus may have obviated — or drasticaly reshaped —this
sanctions maotion.

Thefalure of the individua defendants to produce the Find Sum Reportsor informetion from the
REPGEN database is mitigated only by the fact that, fortuitoudy for them, the plaintiffs have obtained this
information from a non-party: Spectrum, the company that generated those documents. On or about
July 18, 2000, plantiffs received four CD Roms from Spectrum containing a wedlth of information that
passed between Spectrum and USN with respect to the billing of cusomers. At the evidentiary hearing,
Mr. Doyle testified that the directory to the CD Roms showed that they contain what he referred to as Find
Sum Reports (and what the individual defendants say is REPGEN) for the period July 1996 through
September 1997, January 1998, and March 1998 through January 1999 (Hrg. Tr. 178-81). Theonly gaps

inthe Find Sum informationfrom Spectrum may be October through December 1997 and February 1998:
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and we say that these “may” be gaps because further analysis of the CD Roms may yield additiona
information.*’

Thus, at the time that plantiffs represented intharr July 25, 2000 amended motionfor sanctions that
they had not received Find Sum Reports from USN “or any other defendant,” they in fact were in
possession of the CD Roms from Spectrum that contained the Find Sum informetion. Plaintiffs counsd
indicated that plaintiffs did not understand that this informationwas on the CD Roms from Spectrum until
September 10, 2000, the day before the hearing (Hrg. Tr. 485-86). However, evento the uninitiated, the
index to the CD Roms (Defendants Exhibit 8) plainly shows multiple entries that should have derted
plantiffs to the possble presence of the Find Sum Reports See, e.g., Defendants Exhibit 8 at 2 (five
entries bearing the name “Find Sum”); 4 (one document entitled “ Find Sum spec. doc”); 8-9 (adocument
referred toas Fnl __ Sums. Zip,” and entries bearing the labds “fs’ for each month from July 1996
through September 1997); 16 (entries bearing the labd “Find Sum. DB” for January 1998 and March
1998 - January 1999). If plaintiffs did not understand what was on the CD Roms, it is because for two
months they falled to make sufficient inquiry ether of Spectrum or the individud defendants.

Nor have plantiffs explained why they delayed in producing these CD Roms to defendants.

Fantiffs obtai ned these CDs from Spectrum on or about July 20, 2000, and the individua defendants had

1plaintiffs may seek to assign significance to the fact that these missing months occurred shortly before the
initial public offering in February 1998, to suggest that the absence implies intentional destruction. The Court finds
otherwise. Giventhat Mr. Doyle was a“friendly” witnessto the plaintiffs, who testified at their request, the fact that he
could not retrieve or find Final Sum Reports for those months from the independent records of Spectrum, which
generated the reports, is consistent with those reports being absent for independent reasons. In fact, the Arthur
Andersen Report indicated as early as September 25, 1998 (before the inception of the lawsuits) that certain USN’s
financial documents used to calculaterevenues (such as the Final SumReports) were missing or “not as detailed” in the
fourth quarter of 1997 asin the first and second quarters of 1998 (PIs. Reply Mem., App. A, at 2, 4) (billing information
for the company’s financial statements missing in the third and fourth quarters of 1997; and “historical financial
supporting documents for Q3 and Q4 1997 is not as detailed asit isfor Q1 and Q2 1998").
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requested copies of any CDs received by plaintiffs. However, plaintiffs did not provide copies of those
CDs until on or about September 5, 2000.

What emerges from this thicket concerning the Find SUmYREPGEN documentsisthat even as of
the hearing, neither the plaintiffs nor defendants have full command over what documents they possessed.
Perhaps the mogt gpt comment is the one made by plaintiffs counsd at the close of the hearing, in which
he stated that the undergtanding of the documents “wasvery muchalearning process’ that continued even
through the time of the hearing (Hrg. Tr. 489). It appears to have been alearning process for both sides.
That learning process has been protracted and rendered more difficult — and costly — by the fact that the
parties have failed to use the tools available to get a handle on what documents exist.28

3. Aged Accounts Receivable I nfor mation.

According to plaintiffs aged accountsrecelvable information is critical because it would show that
many of the receivables publicly reported by USN as revenue in fact were very old, that USN did not
aufficiently reserve for the collectability of these older receivables, and that the revenues were therefore
inflated. On July 18, 2000, shortly beforefiling the amended motion, plaintiffsanswered arequest to admit

by denying that “ any aged accounts receivable reports were produced” (Defs” Mem., App. 25 (Request

Bpaintiffs have also claimed that defendants have destroyed, or improperly failed to produce, detailed
statements showing what credits were applied to various accounts, and the reason for the credit (a sample of such a
document is Plaintiffs’ Exhibit 3). A number of those credit reports are on the tape received from Spectrum, but many
others are unavail able because the information was corrupted (Hrg. Tr. 151) (Doyle). However, in an earlier ruling, the
Court denied a motion to compel production of these documents, reasoning that information about what credits had
been applied to which accounts would be available in the Final Sum Reports (7/25/00 Tr. at 64-65). And, in fact, the
document identified by Mr. Doyle as a Final Sum Report (and by Mr. Pellino as areport from the REPGEN database)
shows, for each account, what credit was applied against the customers’ bill in a particular month. Having reviewed a
full credit report, the Court is unpersuaded that the plaintiffs had been prejudiced by the fact that the credit report
provides a description of the reason for the credit, while the Final SUm/REPGEN report does not. Moreover, Mr. Doyle
testified that even without the detail ed credit reports, one could cal culatethe amounts that were billed and then credited
back (Hrg. Tr. 167-68).
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to Admit No. 10)). One month later, when they filed their reply brief on the sanctions motion, plantiffs
asserted that they have recelved only scant production of documents showing aged accounts receivable
information(Pls.” Reply Mem. 11-12), and that no such information was provided for the period prior to
February 1998.

The evidence contradicts plaintiffs assertion. The evidence shows that the individuad defendants
produced aged accounts receivable information in various forms for the period September 1996 through
October 1997, whichisvirtudly the entiretime period before the beginning of the classperiod. Moreover,
thistime period encompasses the period reevant to the initid public offering, asthat was based onfinancid
informationthrough October 1997 (Defs.” 09/08/00 Mem., a 9). Theredfter, thereareaccount receivable
reports for December 1997, March 1998, June 1998 through January 1999, and March through April
1999; (Defs.’ 09/05/00 Submission, Exhibit C).** Moreover, while there are no reports for November
1997, January through February 1998, April through May 1998 and February 1999 aged receivable
information for these months can be found in certain other documentsfor April and May 1998 (see USN
2-038332, USN 22-021567).

Fantiffs argue that these missng months reflect an “unusud pattern of destruction,” as they
encompass “the criticd [three-month] period” prior to the initid public offering and two months in the
middle of the class period (Pls’” 09/07/00 Notice, at 10). The Court does not find that these gaps, or the
time periods they cover, condtitute persuasive evidence of intentiona destruction.  The prospectus only

included information through November 1997; with the exception of November 1997, the individua

1% Subsequent to this submission, the individual defendants identified another report setting forth aged
accounts receivable information (Defendants’ Exhibit 11), which covered the period of December 1997.
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defendants produced aged receivabl e informationfor eachmonthfrom September 1996 through December
1997. While there are some missing months during the class period, there are far more months when the
aged accounts recelvable information has been produced.

Thereis no tesimony or evidence indicating that the missing aged receivable data is contained on
the January 1999 back up tapes or on the snapshot taken of the UNIX productionserver (and thus exists
in an unproduced form). While the absence of a preservation program raises questions as to whether
reports for these months existed as of the initiation of this lawsuit and then were log, the record adso
supports the inference that these missing documents may have been missng before the inception of this
lawsuit. The Arthur Andersen Report states that with respect to “[tJhe Company’ s accounts receivable
agings (exduding wireless) as of June 30, 1998, March31, 1998, December 31, 1997 and September 30,
1997 . . . The company could only provide a detailed aging for the Midwest region as of June 30, 1998.
Management stated that other detailed agings were not currently avalable due to system conversions, and
the limited utility of the old sysems’ (PIs’ Reply Mem., Ex. A, at 17).

4. Monthly Close Packages/Revenue Close Packages.

Fantiffs amended motion asserted that the individua defendants had failed to produce Monthly
Close Packages or Revenue Close Packages (PIs’ 07/25/00 Am. Mem. a 10). On the day that the
amended motion was filed, when asked in open court whether they had searched their database of
documents produced by the defendants to locate any such reports, plaintiffs represented that they
“absolutely” had done so and had verified that “we do not have those documents® (7/25/00 Tr. at 45).

Once again, that assertion proved incorrect.
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In a written submission filed on September 7, 2000 — four days before the hearing — plaintiffs
conceded that they had received the Monthly Close Packages, and withdrew reliance onthe dleged non-
production of those reports as a bagis for their amended motion. When asked at the conclusion of the
evidentiary hearing to explain why plantiffs had provided the Court with incorrect information, plantiffs
counsdl indicated that the documents were not clearly labeled as Monthly Close or Revenue Close
Packages, and that the plaintiffsthus were unawarethat they had them (Hrg. Tr. 482-84). Thisexplanation,
however, is not satisfactory. If the database used by plaintiffs to store and retrieve documents produced
in the lawsauit has word search cgpahility, as plantiffs have represented (7/25/00 Tr. 42), then a word
search would have disclosed that many of the documentsidentified by the individua defendants bear the
label of Revenue Close or Revenue Closing Check Ligt.

K. Prejudice.

Fantiffs have faled to establish substantive pregjudice from the falure of USN to inditute an
appropriate document preservation plan in the face of the commencement of this lawsuit. Virtudly dl of
the information that plaintiffs clam they has been deprived of has been produced to them — either by the
individual defendants or non-parties.

Firgt, the evidence has established that the information contained in the Monthly Sales Rall Up
Reports referred to by Ms. Van Dinther isthe same information that has been produced to plaintiffsin the
form of the State Directors Reports and Sales Summary Reports produced from the Vantive database.
Thus, the informationthat plaintiffs cdlaim was destroyed was in fact made available to them— eventhough,
inthe case of the Sdes Summary Reports, plantiffs e ected not to obtain copies of most of that information.

Moreover, plantiffs Rule 26 expert reports do not indicate that any of the sales information that plaintiffs
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choseto copy (such as the monthly Sales Directors Reports from January through November 1997) was
given to plantiffs expertsto usein forming their opinions. Had this information been critica to showing
that the publicdly reported revenue wasinflated, because it was based on unrdiable salesfigures, one would
have expected plaintiffs to provide the sales data to ther experts so that they could test that hypothess.
Fantiffs falureto do so further underminesany dam of prejudice fromthe absence of what plantiffs have
labeled Monthly Sdles Roll Up Reports.

Second, the plantiffs have received from the individud defendants aged accounts receivable
informetion for al but one of the months inthe period leading to theinitid public offering, and for most of
the period thereafter. Whilethere are some gapsin thetime period of production, they are small in relation
to what hasbeen produced. And plaintiffshave not offered any evidence asto what an anayssof the aged
accounts receivable informationthey have received shows; indeed, the Rule 26 reports do not indicate that
that information has ever been provided to their experts. The Court finds that plaintiffs cannot clam
prejudice fromthe missng months of aged accounts receivable information, when they have not evenused
the information they have received with their experts.

Third, while plaintiffs have recaived from the individua defendants Find Sum Summary Reports
for the entire rdevant time period, the individud defendants clearly have faled to produce Final Sum
Reports for every month in the class period. This falure to produce is materia because the REPGEN
source data and the Final Sum Reports generated by Spectrum were, by al accounts, centra to USN’s
publicaly-reported revenue numbers. Mr. Dundon testified that this data was “vitdly important” to the
revenue process (Hrg. Tr. 444), and Mr. Pdlino testified that it was the “sarting point” for his revenue

cdculaions (Hrg. Tr. 294). While it appears that the defendants preserved the electronically-stored
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informationthat would indludethe Fina Sum/REPGEN information, even now they have not searched the
available sources (such as the backup tapes located at CoreComm) to see what information is there.

Any subgtantive prgudice in prosecuting the case, however, has been diminated by the fact that
plaintiffs now have received the Find SUm/REPGEN reports from Spectrum covering virtudly the entire
period from August 1996 through January 1999. The Court notesthat plantiffs have not made— and thus
have waived — the argument that they have been prgudiced because of a delay in obtaining the Fina
SUMS/REPGEN reports. Evenif such an argument had been made, the Court would not find it persuasive.
According to plaintiffs it was the testimony of Mr. Doyle inhis depositionon June 13, 2000 that highlighted
the sgnificance of the Find Sum Reports as providing “the backbone of USN'’ s publidy reported revenues
and accounts receivable’ (PIs” Reply Mem. at 10). However, after recaiving the CD Roms from Mr.
Doyle by about July 20, 2000, plaintiffs — even as of the time of the evidentiary hearing on September 11
and 12, 2000 — had not taken the steps necessary to fully examine the informationonthe CDs. Oncethey
obtained the CD Roms from Spectrum, plaintiffs did not act with the urgency one would expect in
examining the information thet they claimed to be so critical to the case. Moreover, the plaintiffs did not
make use of the Find Sum Summaries and Find Sum Reportsthat they did have in their possesson in the
expert reports they submitted.

The Court findsthat there is one dement of prgudice that plaintiffs suffered from the falure of the
individud defendantsto producethe Final SUnVREPGEN informetion: cost. Theassertion by theindividua
defendantsthat it would be easier for plaintiffs to get the informationfrom Spectrum thanfor the individud
defendants to search for it (see 07/25/00 Tr. at 62-63) is belied by Mr. Struble stestimony thet it would

take CoreComm only a few days to restore the January 1999 backup tapes containing Final
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SUM/REPGEN files (Hrg. Tr. 386 (Struble)). The fact that the individua defendants had to go to
Spectrum, a third-party, to obtain what the individud defendants should have produced resulted in the
plaintiffsincurring coststhey should not have beenforced to shoulder. The Court isskeptica about thefees
and cogts plaintiffs assign to getting and understanding the Spectrum data— $53,192.75 infeesand costs,
and $125,583.00 in experts fees. But certainly, as plaintiffs did to defendants with the rebuilding of a
computer system to run the Vantive database, defendants have saddled plaintiffs with some level of
unnecessary fees and costs.
.

As presented by plaintiffs amended motion for sanctions, the question before the Court is the
aleged destruction of documentsby USN (and the responsibility of Mr. Elliott and certainoutsidedirectors
for any such destruction). As the evidence has unfolded, the Court views the issue as more complex: it
presents not only adestructionissue, but anissue asto how each side has conducted itsdlf in this discovery
process.

For the reasons set forth below, the Court concludes that USN failed to implement an adequate
document preservation policy and that Mr. Elliott is responsible for that failure; the outside directors are
not. The Court further finds that the absence of an adequate document preservation policy has not
substantively prejudiced plaintiffs, however, the conduct of each sdeindiscovery hasinflicted needlesscost
on the other.

InPart A, wediscuss the governing legd principles. InPart B, we explain the reasoning that leads

usto the foregoing findings. In Part C, we st further the recommendations that flow fromthose findings.



A. The Applicable Legal Standards.

The Court’s authority to sanction a party for the falureto preserve and/or produce documents is
both inherent and statutory. Chambersv. NASCO, Inc., 501 U.S. 32, 50-51 (1991) (federa courts may
sanction bad faith conduct by itsinherent powersor by the Federal Rulesof Civil Procedure); Barnhill v.
United Sates, 11 F.3d 1360, 1368 (7th Cir. 1993) (same). Whether proceeding under Rule 37 of the
Federal Rulesof Civil Procedure or under a court’ sinherent powers, the “andyss isessentidly the same.”
Cobell v. Babhit, 37 F.Supp.2d 6, 18 (D.D.C. 1999); GatesRubber Co. v. Bando Chem. Indus., Ltd.,
167 F.R.D. 90, 107 (D.Cal. 1996) (“any digtinctions between Rule 37 and theinherent powersof the court
are diginctions without differences’). However, the power to enter adefault judgment or to dismissacase
for noncompliance with an order to preserve and produce documentsfor discovery “ depends exdusvey
uponRule 37, whichaddresses itsdf with particularity to the consequences of a fallure to make discovery”
by “any party” and authorizes“any order whichis‘just.’”” Societe Internationale Pour Participations
Industrielles et Commerciales, S v. Rogers, 357 U.S. 197, 207 (1958).

Ingenerd, sanctions areintended to serve one or more of the fallowing purposes. (1) toamdiorate
the prejudi ce caused to an innocent party by adiscovery violation; (2) to punishthe party who violateshis
or her obligations, and/or (3) to deter others from committing like violations. See generally National
Hockey League v. Metropolitan Hockey Club, Inc., 427 U.S. 639, 643 (1976) (noting dua purpose
of punishment and deterrence); Marrocco v. General Motors Corp., 966 F.2d 220, 224 (7th Cir. 1997)
(discussing compensatory purpose of directed verdict as sanction for prgudice resulting from lost
documents. “sanctions can be employed for a wide array of purposes, but they cannot replace lost

evidence’); Telectronv. Overhead Door Corp., 116 F.R.D. 107, 135 (S.D. Ha 1987) (discussng three
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purposes of sanctions. punishment, deterrence and compensation for prgudice). A district court
consdering the impaogtion of sanctions “must be guided by a certain measure of restraint[,]”Barnhill, 11
F.3d at 1368, and any sanction levdled mus adhere to “the norm of proportiondity . ...” Newman v.
Metropolitan Pier & Exposition Authority, 962 F.2d 589, 591 (7th Cir. 1992).

This isnot to say that a court is dways required “to fire a warning shot” before imposing a diff
sanction; itisnot. Hal Commodity Cycles Mgmt. Co. v. Kirsch, 825 F.2d 1136, 1139 (7th Cir. 1987).
Nor must a court select the “least drastic” or “most reasonable” sanction. Melendez v. Illinois Bell
Telephone Co., 79 F.3d 661, 672 (7th Cir. 1996) (citing cases). Diamissd or default, athough harsh, may
be appropriate so long as “the sanction selected [ig one that a reasonable jurist, apprized of dl the
circumstances, would have chosen as proportionate to the infraction.” Long, 213 F.3d at 986 (quoting
Salgado v. General Motors Corp., 150 F.3d 735, 740 (7th Cir. 1998)). See also Langley v. Union
Elec. Co., 107 F.3d 510, 515 (7th Cir. 1997) (“An award of sanctions must be proportionate to the
circumstances surrounding the failureto comply withdiscovery”); Melendez, 79 F.3d at 672 (same). See
generally Andersonv. Beatrice Foods Co., 900 F.2d 388, 395 (1<t Cir. 1990) (judgesmugt “take pains
neither to use an eephant gun to day amouse nor to wield a cardboard sword if adragon looms”).

A court isgivenbroad discretionto choose the appropriate sanctionfor adiscovery violaion given
the unique factud circumstances of every case. National Hockey League, 427 U.S. a 642. The Seventh
Circuit hasdirected that any sanctions rendered be proportionate to the offending conduct, United Sates
v. Golden Elevator, Inc., 27 F.3d 301, 303 (7th Cir. 1994); Crown Life Ins. Co. v. Craig, 995 F.2d
1376, 1382 (7th Cir. 1993), and that the harsh sanction of default be reserved for extreme circumstances.

Ellingsworthv. Chrysler, 665 F.2d 180, 185 (7th Cir. 1981). In our view, the Court’s discretion in this
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caseisinformed by three principle factors: (1) a breach of the duty to preserve or produce documents; (2)
the level of culpability for the breach; and (3) the prgudice that results from the breach.
1 Breach of the Duty to Preserve and/or Produce.
The duty to preserve documents in the face of pending litigationis not apassive obligation. Rather,

it must be discharged actively:

[i]t was incumbent on senior management to advise its employees of the

pending litigation . . . , to provide them with a copy of the Court’ sorder,

and to acquaint its employees with the potentid sanctions. . . that could

issue for noncompliance with [the] Court’s Order.

When senior management fails to establishand distribute acomprehensive

document retention policy, it cannot shidd itsdf from responsility

because of fidd office actions. The obligationto preserve documentsthat

are potentidly discoverable materids is an affirmative one that rests

squarely on the shoulders of senior corporate officers.
InrePrudential Ins. Co. of Am. SalesPracticesLitig., 169 F.R.D. 598, 615 (D.N.J. 1997). Seealso
Nat’| Assoc. of Radiation Survivors v. Turnage, 115 F.R.D. 543, 557-58 (N.D. Cd. 1987) (“The
obligation to retain discoverable materids is an afirmative one; it requires that the agency or corporate
officers having notice of discovery obligations communicate those obligations to employeesin possession
of discoverable materids’); Cohn v. Taco Bell Corp., 1995 WL 519968, * 9n.3 (N.D. Ill. 1995) (court
did not “countenance’ a“fallureto warn its employees to preserve documents known to be relevant to the
issues in the indant litigation™); see generally Marrocco, 966 F.2d at 224-25 (court awarded sanction
where defendant acted with gross negligence in flagrantly disregarding its assumed duty to preserve and

monitor the conditionof physica evidence criticd to plaintiffs  proof); China Ocean Shipping Group Co.

v. Smone Metals Inc., NO. 97 C 2694, 1999 WL 966443, * 4 (N.D. 11I. 1999) (defendant “took no
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gpecific, direct action to maintain and preserve’ the evidence and “never directly contacted anyone. . . to
ensure’ preservation).

The scope of the duty to preserve is a broad one, commensurate with the breadth of discovery
permissble under Fed. R. Civ. P. 26. “Theduty to preserve evidenceincludes any reevant evidence over
whichthe nonpreserving entity had control and reasonably knew or could reasonably foresee was materia
to a potentid legd action.” China Ocean, 1999 WL 966443, * 3 (citing inter alia Langley, 107 F.3d
a 514; Melendez, 79 F.3d at 671; and Marrocco, 955 F.2d a 223-225). In this case, the duty to
preserve dso arises from statute. The PSLRA requires that a defendant in a securities action preserve
evidence®

To be sure, the duty to preserve does not requirealitigant to keep every scrap of paper initsfile.
See 7 AMES WM. MOORE et al., MOORE’ sFEDERALPRACTICE § 37.120 (3d ed. 1999) (“A partyisnot
obligated to retain every document or tangible item that isin its possession, or subject to its control, after
acomplaint has been filed”); see also Wm. T. Thompson Co. v. General Nutrition Corp., Inc., 593 F.
Supp. 1443, 1455 (C.D. Cal. 1984) (same). But alitigant “isunder aduty to preserve what it knows, or
reasonably should know, is rdlevant in the action, is reasonably caculated to lead to the discovery of
admissible evidence, is reasonably likely to be requested during discovery, and/or is the subject of a

pending discovery request.” Wm. T. Thompson, Co., 593 F. Supp. at 1455.

DThe PSLRA provides that sanctions may be awarded under the PSLRA “only” when a party is “aggrieved
by the willful failure of an opposing party to comply” with the dictates of the statute. 15 U.S.C. § 78u-4(b)(3)(C)(i)
(emphasis added). The PSLRA, which was cited by the District Judge in her preservation order of February 2, 1999,
imposed an obligation requiring the preservation of evidence once the federal securities claimsin this case were filed.
However, unlike the case with Rule 37, sanctions may be imposed under the PSLRA only for willful document
destruction.
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Moreover, the case law establishes that a discovery request is not necessary to trigger this duty.
“A party dearly isonnatice of [t]he relevance of evidence once it receives adiscovery request. However,
the complant itsdf may also dert a party that certain informeation is relevant and likely to be sought in
discovery.” Cohn, 1995 WL 519968, at * 5 (citing, e.g., Turner v. Hudson Transit Lines, Inc., 142
F.RD.68,72(S.D.N.Y. 1991)); seealso Allianceto End Repression v. Rochford, 75 F.R.D. 438, 440
(N.D. I1l. 1976).

Preservation duties do not exig in the abstract, but to serve a purpose: that is, to ensure that
discoverable documents are available to be produced. Thus, dong with the duty of preservation, there
exists a concomitant obligation by al parties to produce the discoverable informationwithin their custody
and control. See Fed.R.Civ.P. 26(a)(1) (“aparty shdl, without awaiting a discovery request, provide to
other parties. .. .”); 37(b)(2) (“if aparty or an officer, director, or managing agent . . . falsto obey an
order to provide or permit discovery . . . thecourt . . . may make such ordersin regard to the faillure as are
just....”).

Both the duty to preserve and the duty to produce are issues in this case. With respect to
preservation, the questioniswhether individud defendantsto this motionbreached a duty to preserve; with
respect to production, the question is whether these individua defendants breached a duty to produce
discoverable information that was preserved.

2. Culpability.

Although Rule 37 permitsavariety of sanctions to effectuate one or more of itspurposes, the most
severe sanction is the entry of a default judgment. The case law interpreting Rule 37 has established,

however, that the sanction of default (or its equivaent, dismissal) is reserved only for the most egregious
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violations of the discovery process. In particular, the United States Supreme Court has cautioned that
“there are condtitutiona limitations upon the power of courts, evenin ad of their own valid processes, to
dismiss an action without affording a party the opportunity for a hearing on the merits of [the] cause.”
Societe Internationale, 357 U.S. at 209. These “conditutiond limitations’ are derived from the Fifth
Amendment’ s guarantee that “no person shal be deprived of property without due process of law.” 1d.
Because a default judgment deprives a party of a hearing on the merits, the harsh nature of this

sanctionshould usualy be employed only in extreme Stuations where there is evidence of willfulness bad
faith or fault by the noncomplying party. Societe Internationale, 357 U.S. at 212. Seealso Marrocco,
966 F.2d at 223 (quoting other cases); Longv. Seepro, 213 F.3d 983, 985 (7th Cir. 2000) (citing cases):

Although wilfulness and bad faith are associated with conduct that is

intentiondl or reckless, the sameisnot true for fault. Fault doesnot speak

tothennoncomplying party’ sdispositionat dl, but rather only describesthe

reasonableness of the conduct -- or lack thereof -- which eventualy

culminated inthe violation. Fault, however, isnot acatch-al for any minor

blunder that a litigant or his counsd might make. Fault, in this context,

suggests objectively unreasonable behavior; it does not include conduct

that we would classfy as amere mistake or dight error in judgment.
(interna quotations omitted). To judtify a dismissd or default judgment, the leve of “fault” must reflect

LTS

“extraordinarily poor judgment,” “gross negligence” or “aflagrant disregard” of the duty to “preserve and

monitor the condition of evidence which could be pivotd in alawsuit.” Marrocco, 966 F.2d at 224.%

2The Seventh Circuit has also held that dismissal may be appropriate where thereis a“clear record of delay”
or “contumacious conduct,” or when “ other less drastic sanctions have proven unavailable.” See, e.g., Marrocco, 966
F.2d at 224. “Contumacious” conduct isdefined as “stubbornly disobedient” or “rebellious.” MERRIAM WEBSTER’'S
COLLEGIATE DICTIONARY (10th Ed.). We do not read the cases as indicating -- nor do we perceive -- any substantive
difference between a finding of contumacious conduct, and conduct that is willful or in bad faith. Conversely, the case
law does not equate contumacious conduct with fault and, to that extent, there is adifference between the two standards.
See M. Rosenberg, Sanctions To Effectuate Pretrial Discovery, 58 Col.L.Rev. 480, 491 (1958) (noting that the failure to
act as well as action, may be willful, but the flavor of “willful” in the statute “ seems more appropriateto theterm‘refusal’
(i.e., “rejection”) than to “fails,” which ordinarily signifies an omission by default”).
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The Seventh Circuit has not indicated the quantum of proof necessary for a moving party to
establish such culpability under Rule 37. With respect to a court’s inherent powers, cases outside this
Circuit apply aclear and convinang evidence standard for default judgments. Compare Shepherd v. Am.
Broadcasting Companies, Inc., 62F.3d 1469, 1472,1477 (D.D.C. 1995) (becausesanction of dismissa
SErves same purpose as contempt, same standard of proof, clear and convincing evidence, should apply)
with Gates Rubber Co., 167 F.R.D. a 108 (“burden of proof for sanctions should be as sringent asthe
circumstancesrequire” and “if ajudge intends to order dismissd or default judgment . . . the judge should
do soonly . .. by evidence which is clear and convincing”). Because there is no materia difference
between an andyss under the Court’s inherent powers and under Rule 37, we bdlieve the rationde for
gpplying aclear and convincing evidence standard applies with equal force to Rule 37 cases, and inthe
absence of any contrary authority, adopt the clear and convincing evidence standard in this case.??

3. Pregudice.

Although careful to “eschew grafting a requirement of prgiudice onto a digtrict court’s ability to
dismissor enter judgment as a sanctionunder itsinherent power[,]” the Seventh Circuit hasrecognized that
“dismissa or judgment issucha serious sanctionthat it should not be invoked without first considering what
effect -- if any -- the chdlenged conduct has had onthe course of the litigetion.” Barnhill,11 F.3d at 1368.

Some misconduct may prove to be o “contumacious’ that the entry of a default judgment is warranted to

2|ssue-related sanctions, such as adverse inferences, preclusion of evidence, and jury instructions do not
require clear and convincing evidence but may beimposed by preponderance of the evidence showings “that a party’s
misconduct has tainted the evidentiary resolution of the issue.” Shepherd, 62 F.3d at 1478. This is because “issue-
related sanctions are fundamentally remedial rather than punitive and do not preclude atrial on the merits.” Id. Fines,
however, still require clear and convincing evidence under the Shepherd rationale because they are “fundamentally
penal.” 1d.
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preserve the integrity of the judicid process, Barnhill, 11 F.3d at 1368, but in cases where the
noncompliance is the result of fault rather than a more culpable mentd state, courts often have used
prejudice as abaancing tool or fulcrum upon whichthe scalesmay tip infavor of default or againg it. See,
e.g., Marrocco, 966 F.2d at 224-25 (directed verdict for plantiffs affirmed where court found defendant
a fault for failing to preserve unique physica evidence essentia to plaintiffs proof because plaintiffs were
irreparably prejudiced by destructionof thisevidence); Langley v. Union Elec. Co., 107 F.3d 510, 515
(7th Cir. 1997) (court dfirmed district court’s decision to exclude plaintiff’s use of physical evidence
clamedto be“crucid” to case asasanctionfor loss of such evidence based onfauit whereloss of evidence
prejudiced the defense and led to specul ationregarding plantiff’ sproof). See also China Ocean Shipping
Co., 1999 WL 966443, * 5 (district court dismissed case because the destruction of physica evidence,
caused by the fault of certain parties, i.e., the falure to take specific Steps to preserve the evidence,
irreparably pregjudiced certain other parties defense of the case).

The prejudice suffered from the destruction of documents can take many forms, the most severe
of whichoccurs when the evidence destroyed isthe only proof avalable onanissue or defenseinthe case.
See, e.g., Marrocco, 966 F.2d a 225 (loss of tireé s Sde ring prevented plaintiffs from establishing prima
facie case of negligent manufacturing). In such cases, evidence of fault in conjunction with such prgudice
would support the entry of severe sanctions, such as adefault judgment. Thisis because “the dilemma of
logt evidence is that the aggrieved party can never know what it was, and can therefore never know the
vaue that it may have had to the aggrieved party’s casg[,]” Gates, 167 F.R.D. a 105, and “therein lies

the prgudice.” Marrocco, 966 F.2d at 223.
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However, in cases where fault, rather than a culpable sate of mind, gives rise to the destruction
of evidence and the pregjudice suffered is because some — perhaps eventhe * best,” but not necessarily the
only -- evidence has been destroyed, then the choice of the severest sanction is not necessarily justified.
Compare Cohn, 1995 WL 519968, * 9 (reports lost were rdlevant but “not the only relevant evidence
ontheissug’ beforethe court; plaintiffs had produced an abundance of cumulaive informationvia different
documents that minimized and diminated prejudice to plantiffs case) with China Ocean, 1999 WL
966443, at * 2, 4 (court dismissed case agang plaintiff and cross-clamant where partieswere a fault for
falure to preserve “critica piece of evidence’).

Therearetwo basic principlesthat maotivatethe entry of alesser, issue-rel ated sanction, as opposed
to a default or a dismissd in cases of misconduct that do not result in destruction of the only critical
evidenceinthe case. First, Rule 37 does not impose a duty on a party to preserve every piece of paper
for purposes of discovery. Second, the purposes for sanctions do not support the entry of a default
judgment —whichdeprives parties of atrial onthe merits—whenthereisat least someevidencethat dlows
the plaintiff to prove the case and where there are less drastic remedies available to cure the absence of
certain evidence, deter others from Smilar conduct, and to punish the wrongdoer for destruction of this
evidence. See, e.g., Societelnternationale, 357 U.S. at 212 (athough absence of “completedisclosure’
may judtify avariety of curaive remedies under Rule 37, it does not warrant dismissa withpregudicethat
deprives party of trid onthe merits, especidly wherefalureto comply due to inability “fostered neither by
its own conduct nor by circumstances within its control”); Gates Rubber Co., 167 F.R.D. a 109-10
(production of large number of relevant documents shows good faith of party seeking to avoid sanctions

and lack of prgudice to party moving for sanctions).
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B. Analysis.

With these legd standards in mind, we turn to an andyss of the evidence as it relates to the
following questions. (1) whether there was a duty to preserve, and if so, when it arose and what scope it
embraced; (2) was the duty breached; (3) if so, who is responsible for the breach, and what level of
culpability isinvolved; and (4) what prejudice resulted fromany breach of the duty to preserve documents,
or the concomitant duty to produce them.

1 TheDuty To Preserve.

The threshold issue in deciding any sanctions motion under Rule 37 is whether the accused party
had a duty to preserve and produce the documents that were allegedly destroyed and/or not produced.
Langley, 107 F.3d at 514; Melendez, 79 F.3d at 571; Marrocco, 966 F.2d at 223-25. The duty to
preserve and produce discoverable evidence only covers the discoveradle information that a party knows
or reasonably should know may be rdevant to the pending or impendinglitigation. Wm. T. Thompson, Co.,
593 F. Supp. a 1455. As outlined above, a party is on notice when it receives a complaint and/or a
discovery request. See, e.g., Cohn, 1995 WL 519968, at * 5.

Inthis case, theindividud defendants received the complaint in Glotzer on November 12, 1998.
The Court finds that the dlegationsin that origina complaint — athough not as specific as the dlegations
inthe Consolidated Complaint —were sufficient to put the individua defendants on notice that sales data,
aswdl asthefinancid dataand source materid for it, induding the documents now alegedly missng (e.g.,
Revenue or Monthly Close Packages;, Final Sum and Find Sum Summary Reports;, Aged Accounts

Recelvable data and reports; and the Monthly Sdles Roll Up Reports) likely would be discoverable.



Indeed, one step Mr. Monson did take in his attempt to dert senior management of the litigation
wasdigributionof the origind complaint to them (Hrg. Tr. 216, 217 (Monson)). Although USN’ sformer
senior managers may not have beentrained inthe law, the disseminationof this complaint —aong with Mr.
Monson’'s comments at the meeting with departmental heads — should have been sufficient to dert them
to the generd categories of documents that they should preserve, e.g., sdes and financid informeation,
including source data.

The individua defendants assert that they did not know that these types of documents needed to
be preserved, because the Glotzer complaint did not specificdly chalenge the “accuracy of USN’ sprior
financid statements, billing, accounting or sales practices, or the capability of USN'’s hilling vendors’
(Defs” Mem. 3-4). Thisargument is unavailing for saverd reasons.

Fird, it takes too narrow a view of what was plead in the origind complaint. The Glotzer
complaint, plainly chalenged the veracity of USN’s public financia statements, and claimed that those
satements materidly misrepresented USN'’ sfinancid condition. The plaintiff in that case mede dlegations
that specificaly cdled into questionUSN’ s sated revenues (see 1160) and costs (see 1166, 71(c)). While
those dlegations lack the detall of the Consolidated Complaint, they were sufficient to put USN on notice
that documents concerning its sales, revenues and costs would be discoverable — and thus should be
preserved.

Second, defendants argument is inconastent with the uniform testimony that at the time, USN
viewed the origind complaint as triggering a broad preservation obligation. The Board gave Mr. Elliott a
broad directive, whichat least one Board member has recalled as being “to preserve and not destroy any

corporate files’ (Outside Dir. Mem. App. 5 (Aff. of E. Sekulow, 1 3)) (emphasis added). Mr. Monson
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conveyed that directive to certain USN managers in terms that were interpreted as equally broad: Mr.
Dundon recdled that the message was “don’t throw anything out” (Defs.” Mem. App. 4) (Jeavons Dep.
95)). Thereason was that “most everything that the company had would need to be looked at by the
lavyers’ (Defs” Mem. App. 18 (DundonDep. 255)). Mr. Monson gavetheinstructionto USN managers
to preserve any and dl documents that were subject to discovery. Those who attended the meeting
uniformly understood the obligation to preserve was exceedingly broad (e.9., Defs” Mem., App. 4
(Jeavons Dep. 94); App. 18 (Dundon Dep. 255)). Theindividua defendants current litigation pogtion
is thus undermined by the contrary understanding USN had at the time suit was filed.

2. Breach of the Duty.

Given notice and understanding of the obligations to preserve al discoverable hard copy and
electronic data, one would expect that USN's next step would have been to implement a comprehensive
writtendocument preservation plan withspecific criteria for finding and securing (dthough “ensuring” is not
a legd requirement) rdlevant evidence for the litigation. This is especidly true given the urgency of
Skadden’ sdirective and the importance of that duty, as Mr. Elliott and everyone in apositionof authority
admittedly understood it.

Regrettably, that was not done. Skadden was apparently cast aside, and thetask of conveying the
duty to preserve and the obligationto seethat this duty was satisfied was assgned to Mr. Monson, USN's
genera counsd, a person who did not know how to devise and manage document preservation in a

company under severe financid distress with new securities fraud lawsuits being filed againg it virtudly

every day.
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The steps — or lack of steps — Mr. Monson took to carry out the duty to preserve documents
gpeak volumes about hisinexperience. There was no genera dissemination in writing to al employees of
the need to preserve documents and the consequences of not doing that (Hrg. Tr. 216-17 (Monson); Tr.
247 (Elliott)); therewere no specific criteria regarding what should be saved and what should not be saved
related to the lawsuit (especidly on the 4th Floor during the closing of those offices (1d. at 247-48)); and
therewas no attorney review of what wasinthe officesbeing closed before uninformed persons were sent
into throw away dumpsters full of documents(Id. at 218 (Monson); 248 (Elliott)). Skadden attorneysdid
not come back onto the scene to begin document collectionfor discovery until early March 1998 — nearly
four months after the first complaint was filed (Id. at 218-19). That is not the kind of “comprehengve
document retentionpolicy” that the case law envisions, or that the urgency of the warning delivered by Mr.
Krausrequired. See, e.g., In Re Prudential Ins. Co., 169 F.R.D. at 615.

We hastento add that thereis no evidence of a purposeful effort to destroy key documents. there
were no written memoranda or direct testimony offered indicating that people were told to destroy
evidence, and there is no evidence of systematic purging of rdevant evidence?® There was, however,
direct — and unrebutted — testimony to the contrary. The witnesses who testified were repesatedly asked
whether they were ordered to destroy documents, to whichthey answered “no” (Hrg. Tr. 264 (Elliott) (he
never threw away or instructed Ms. Alpersto throw away his documents); 426-27 (Dundon) (there was
no directiveissued at USN to destroy documents, if there had been he would have known about it; and

he only heard andlegationthat someone had directed document destruction); 369 (Struble) (he was never

BThe plaintiffs have alleged that various e-mail accounts were “systematically purged” following the
commencement of thislitigation (Pls.” 07/25/00 Am. Mem. at 8-9) (citing Pls.” App. Ex. 17,910). For the reasons stated
above (see pp. 32-34, supra), the Court rejects this assertion.
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told to and never did destroy documents; and no destruction took place without a backup tape being
made); 318 (Alpers) ((she “never saw anorder fromanyone at USN to destroy documents because of this
litigation”); 234 (Monson) (he never learned that any documents that Skadden was looking for had been
destroyed by the company)). Moreover, the individud defendants and senior management took steps to
preserve their own persond files (see, p. 27, supra).

The question of intent and/or bad faith, of course, may encompass not only direct destruction, but
aso “willful blindness’ (especidly in the face of office closings where documents were being thrown out
without criteria based on a systematized document preservation planin placethat officers of the company
were monitoringwithvigor). But the plaintiffs have not offered any evidenceto support thewillful blindness
theory (e.g., they have not shown the Court that Mr. Elliott knew that relevant, discoverable financid data
had been &t onthe 4th F oor of the executive offices, or inhis office, but nonethelessallowed those offices
to be swept clean and purged of documents).

Thus, the Court does not believe there was intentiona destruction. But we also believe that more
thangood intentions were required; those intentions had to befollowed up withconcrete actions reasonably
caculated to ensure that rlevant materids would be preserved. We believe that the falure to put into
place clear procedures and standards concerning document preservation, and the failureto do any follow-
up to see that the generd ord directive was broadly disseminated and followed, condtitutes fault —that is,
“extraordinarily poor judgment” or “gross negligence.” Marrocco, 966 F. 2d at 224.

3. Assigning Responsibility.

In most cases that invalve a corporation’ s failure to take sufficient steps to preserve documents,

the respongbility for that failurewould rest squarely withthe corporation. Lewy v. Remington Arms Co.,
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Inc., 836 F.2d 1104, 1113 (8" Cir. 1988) (corporation responsible for preserving documents it knew or
should have known would be materid a some point in the future and document retention policies would
not shield intentiona destruction of documents). This case presents amore complex Stuation, due to the
fact that USN isnot adefendant inthis case and isinbankruptcy. Thus, this Court has no authority to hold
USN responsible for the failure to implement a suitable document preservation plan.

However, the inability to hold USN to account for that failure does not mean that no one can be
hed respongible. To the contrary, corporate officers and managers can be held personally responsiblefor
acorporation’ sfallure to preserve rdevant evidence. See, e.g., In re Prudential Ins. Co. of America
SalesPracticesLitigation, 169 F.R.D. 598 (1997); Turner v. Hudson Transit Lines, Inc., 142 F.R.D.
58,72 (S.D.N.Y. 1991). Seealso National Ass nof RadiationSurvivorsv. Turnage, 115 F.R.D. 543,
556 (N.D. Cal. 1987) (same); Kansas-Nebraska Natural Gas Co. v. Marathon Qil Co.,109 F.R.D.
12, 18 & n* (D.Neb. 1983) (same). In this case, plaintiffs seek to hold accountable USN's CEO, Mr.
Hlliott, aswdl asthe five outsde directors who attended the November 12, 1998 Board meeting; plaintiffs
do not name in their sanctions motions the director defendantsinthis case who did not attend that mesting.

We address separately the responsibility vel non of Mr. Elliott on the one hand, and the outsde
directors on the other hand.

a. Mr. Elliott.

The evidence does not support afinding of willful or intentiond destruction by Mr. Elliott. Mr.
Elliott did not ignore dtogether the mandate of the Board to preserve documents. There is no evidence
that he persondly destroyed evidence, or directed othersto do so— indeed, the evidenceisto the contrary

(Hrg. Tr. 264 (Elliott) (he never threw away or ingtructed Ms. Alpersto throw away his documents); 426-
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27 (Dundon) (therewas no directive issued at USN to destroy documents, if there had beenhe would have
known about it; and he only heard an dlegation that someone had directed document destruction); 369
(Struble) (he was never told to and never did destroy documents; and no destruction took place without
a backup tape being made); 318 (Alpers) ((she “never saw an order from anyone at USN to destroy
documents because of thislitigation™); 234 (Monson) (he never learned that any documents that Skadden
was looking for had been destroyed by the company)).

However, as the findings above made clear, the evidence establishes that Mr. Elliott was legdly
a “fault” for the failure to implement a suitable document preservationprogram. The Seventh Circuit has
defined “fault” in this context as “gross negligence” or “extraordinarily poor judgment,” Marrocco, 966
F.2d at 224 — and there is plenty of evidence that Mr. Elliott’ s conduct fals squardly in this category.

In so concluding the Court is mindful that the types of steps that must be taken to satisfy the
obligation to preserve evidence may vary from case to case, based on the circumstances facing the
defendant. See generally National Hockey League, 427 U.S. at 642 (the unique factua circumstances
of acase guide a court’s decison regarding sanctions). In this case, however, we beieve that Mr. Elliott
did not take steps to talor a plan that took into account the redlities of the Stuation facing USN as of
November 12, 1998, when this lawsuit was initiated. USN was in finencid distress (Hrg. Tr. 414, 440
(Dundon)); offices were being closed and employees were leaving (Id., at 414); documents (both hard
copy and eectronic) were being discarded as part of those office dosngs and employee departures (Hrg.
Tr. 102, 104) (VanDinther)); and the company had “no formal written document retention policy at USN

atha time’ (I1d. a 215 (Monson)). The only policy USN had in place Smply governed the preservation
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of documents during office closures for business purposes (Hrg. Tr. 249 (Elliott)), not for litigation
pUrpOSES.

Given these facts, together with the admonition by outside counsd of the criticad importance of
preserving documents (Hrg. Tr. 247 (Elliott)), and the Board's directive to implement a document
preservation plan (1d.), Mr. Hlliott's actions smply were insufficient, and reflected extraordinarily poor
judgment. Mr. Elliott did not persondly take stepsto implement a comprehensive document preservation
plan(Hrg. Tr. 215-216 (Monson); 247 (Elliott)). Nor did Mr. Elliott enlist outsde counsel in developing
and implementing such a plan: there was no request that Skadden prepare a written preservation policy
(Hrg. Tr. 215, 216 (Monson)) and there were no arrangements for Skadden to meet with employeesto
convey specific criteriafor preserving documents (1d.).

Of course, we do not suggest that a company dways must retain an amy of outside lawyers to
implement adocument preservationplan. But acompany must seeto it that the person(s) —whether insde
or outsde the company — given the task have the ability to perform the task, and to do so capably.

Here, Mr. Elliott delegated the responsibility to Mr. Monson, who did not have that ability. The
“plan” that Mr. Monsonimplemented had only these dements.  he gave senior management a copy of the
complant (Hrg. Tr. 216, 217 (Monson)), and he ordly ingtructed a group of department managers to
informther employeesof the need to preserve documents (Id. at 256 (Elliott)). Neither Mr. Elliott nor Mr.
Monson put into writing —for dl employeesto see— precisaly what the preservationduty involve and how
to comply with it (Hrg. Tr. 217 (Monson); 247 (Elliott)).

Nor did Mr. Elliott or Mr. Monson follow up to see what the department managers or their

employees actudly were doing to see to it that documents were preserved (Hrg. Tr. 256 (Elliott); 221
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(Monson)). Mr. Monson left the duty to preserve documents up to the judgment of the managers and
employeesof USN (Id. at Tr. 247, 248 (Elliott); 244 (Monson)). In Mr. Elliott’ sownwords*“[t]herewas
nothing, nothing formaly done’ (Id. at 256).

Mr. Monson explained that he did not think anything “formd” or “specific’ needed to be done
because it was his “expectation” that people who wereintending to discard potentialy relevant documents
“againg the backdrop of this litigation” would contact him for “further darification” (Hrg. Tr. 245
(Monson)), which he saysthey did (Id.). He further sated that it was his“belief” that:

anything that was reevant to the company was being packed up and
brought back to Chicago either for storage a our office here in Chicago
or for off-dte storage . . . the rdevant information would have been
forwarded to our operations center for processing, or the salesinformation
would have beenforwarded toor committedto eectronic formand would
have beeninthe company’ spossession. So it wasnot my view that there
were sengtive documents from the stlandpoint of this litigationthat existed
inthe sdes offices. . . [or] the 4th Floor [since] the materid there would
have consisted of marketing materids and other things that wouldn't redly
be reevant to the litigation. So | didn’'t — do anything specific.
(Hrg. Tr. 221, 222).

As a reault of not doing anything “ specific,” large quantities of documents were discarded from
closed officeswithout any attorney first reviewing them to seeif they should be preserved. And, whilethe
documents discarded may not have beenrelevant, as Mr. Monson believed, no stepsweretakento verify
that thiswas so. Skadden did not begin its process of reviewing documents at USN until March 1999
(Hrg. Tr. 218, 219 (Monson)) and the USN employees who were culling out what to save and what to

discard from closed offices were not given criteriato use to decide what was needed for litigation —and

may not even have known that the litigationimposed specia preservationrequirements (Hrg. Tr.111) (Van
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Dinther); 17, 19-20 (Coleman)). Although thelaw doesnot require every piece of paper to be saved, Wm.
T. Thompson, Co., 593 F. Supp. at 1455, certainly specific criteria are necessary to ensure that relevant
information is preserved. Turnage, 115 F.R.D. at 557-58. The affirmative obligation to preserve
documents does not exist in a vacuum; its effective implementation requires criteria by which employees
may have some idea of what documents they must preserve and how to accomplish thet task. Seelnre
Prudential, 169 F.R.D. a 615; Cohn, 1995 WL 519968, * 9 and n.3. Inthiscase, whereacorporation
isdogngitsofficesand discarding documents (in contrast to an exigting corporationwhere documents stay
inplace during the pendency of the suit), we believe that the requirement to initiate awritten comprehensive
document preservation plan disseminated to al employees was crucid.

Nor may Mr. Elliott escape respongbility by virtue of the fact that he assigned Mr. Monson the task
of handling document preservation. The buck must stop somewhere — and here, the Court believes that
the appropriate place iswith Mr. Elliott: he was the CEO, he was directed by the Board to seeto it that
documents were preserved, and he was onthe scene withthe ability to follow through and see that the job
was completed. Delegating wholesale the obligation to Mr. Monson, who did not craft the criteriaor the
plan necessary to satidfy the obligation, was a case of “extraordinarily poor judgment” that congtitutes
fault

b. The Outside Directors.

%W e reject the suggestion that Mr. Elliott cannot be held accountable because the people who discarded
documents “did not even know about the litigation,” and were doing as a result of office closures and not “to destroy
[documents] because of the litigation” (Defs.” Mem. at 18 n.17). Thisonly further underscores the problem with the
preservation programthat Mr. Elliott (through Mr. Monson) put into place: it permitted many documentsto be discarded
without a review to ensure that nothing relevant was | ost.
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Fantiffs aso seek to hold the outside directors responsible for the failure to preserve documents.
However the outside directors who are defendants on this sanctions motion stand on a different footing
from Mr. Elliott. They did not have aphysica presenceat USN onaday-to-day basis, and thus had less
opportunity —and ability — to follow up than would Mr. Elliott, who wasonthe scene.  Outsidedirectors
are not primarily responsible for the inner workings of the company and itsemployees. Rather, they serve
as advisors to the company, and dthough they are responsible fiduciaries under the securities laws,
practicaly spesking, they do not do the work of the company, nor do they carry out the duties and
respongibilities attendant to litigation againgt the company.

This is not to suggest that the outside directors had no duty to preserve, but the distinction is
relevant to an analyss of what they must do to discharge that duty. Certainly, had the outside directors
disregarded Skadden’ sadmonitionto preserve documents (or, worse yet, had directed their destruction),
the Court would have no difficulty in finding themat fauit or guilty of intentiona destruction. Buit that is not
the case here. There is no evidence that the outside directors destroyed documentsinther possession, or
ingtructed others to destroy evidence; but there is ample evidence to the contrary. (Hrg. Tr. 264 (Elliott)
(he never threw away or ingructed Ms. Alpersto throw away his documents); 426-27 (Dundon) (there
was no directive issued at USN to destroy documents, if there had been he would have known about it;
and he only heard an dlegation that someone had directed document destruction); 369 (Struble) (he was
never told to and never did destroy documents; and no destructiontook place without abackup tape being
made); 318 (Alpers) (she “never saw an order from anyone at USN to destroy documents because of this
litigation”); 234 (Monson) (he never learned that any documents that Skadden was looking for had been

destroyed by the company)).
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The outsde directorswho attended the November 12, 1998 meeting acted on Skadden’s advice
by directing that documents be preserved. While they justly may be criticized for not following up to see
what was done, the Court does not believe that this lack of follow up equates to “extraordinarily poor
judgment” that would support sanctions. Inthat regard, we note that plaintiffs have chosen to pursue this
motion only againgt the directors who attended the November 12, 1998 Board meeting; the motion does
not target those who were absent — even though dl directors are properly charged with knowledge of the
directive given to Mr. Elliott in that meeting, and none of them followed up. Thus, if we were to hold the
outsdedirectorsligdle for the lack of followup, there would be no reasonto distinguishbetweenthose who
attended the Board meeting and those who did not — as plaintiffs do in their motion.

Rule 37(b) provides that sanctions may run againg directors. “[i]f a party or an officer, director,
or managing agent of aparty . . . falsto obey an order to provide or permit discovery, . . . thecourt . . .
. may makesuchordersinregardtothefalureasare jug, . . .” Fed.R.Civ.P. 37(b)(2) (emphasis added).
While Rule 37 does not specificaly distinguish between indde and outside directors, we believe that the
condderation of a“just” order must consider the practical ditinction betweenthem. The parties have not
cited, and this Court has not found, a single case where a court has found an outsde director persondly
responsible for the destruction of corporate documents under Rule 37 or its inherent powers. The Court
concludes that the outsde director defendants named in the sanctions motion are not responsible for the

shortcomings in the document preservation program, and thus should not be sanctioned for them.?

BN their brief, the outside directors cite cases that speak not to the document preservation issue, but rather
totheissue of liability under Sections 10(b) and 20(a) of the Securities and Exchange Act of 1934, 15 U.S.C. 88 78j(b) and
78t(a). Kaufman v. Motorola, Inc., No. 95 C 1069, 1999 WL 688780 (N.D. Ill. 1999), and Cohn v. Taco Bell Corp., No.92
C 5852, 1995 WL 519968 (N.D. IlI. 1995). Those cases (and the cases cited therein) do not resol ve the separate question
of an outsidedirector’ s personal responsibility forthe preservation of documents under Rule 37. Thus, inrecommending
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4. Prejudice.

Because we conclude that Mr. Hlliott is at fault for USN'’s failure to implement an appropriate
program for preserving documents, we consider the questionof what prejudice resulted. For the reasons
set forth in Part a below, the Court concludes that plaintiffs have faled to demondrate any substantive
prejudice from the shortcomings that existed in USN's document preservation program.

Because the duty to preserve documents exists to insure that relevant documents are available to
be produced, we dso consider whether the failure of the individua defendants to search for and produce
certain documents during discovery has caused plaintiffs any prgudice. For the reasons set forth in Part
b. below, we conclude that there has been afailure to search for and produce the Fina Sum Reportsthat
has caused plantiffs financid prejudice in that it has increased their cost of discovery — but that this cost
has been offset by unnecessary codts that plaintiffs have inflicted on defendants in discovery.

a. The Absence of Substantive Pregudice.

The Court has no doubt thet it was the intent of Mr. Elliott to follow the ingruction of the outside
directors and to seeto it that documents were preserved for the litigation. And, in fact, avast quantity of
documents was indeed preserved and produced in this lawsuit. In response to discovery requests, USN
produced more than one million pages of documents, of which plaintiffs sdected 560,624 for copying
(Defs” Mem. App. 1 (WatonDec. a 15-6)). Thesedocumentsincluded thefilesof key USN personne
from every department in the company (id., at § 7); numerous accounting and finance department files,

which included USN’ s draft and find monthly and quarterly statements, accounts payable registers and

denial of sanctions againstthe outside directors,wedo not suggest—and should not be construed as suggesting — any
view on the merits of plaintiffs’ securities law claims against the outside directors.
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journd entries, invoices, cash baance reports, draft and find budgets, and memorandare ating to accounts
receivable, accounts payable, and “ cashburn” rates (id., at 118-9); and nearly 100,000 pages of customer
files(id., at 1 10-13).

At the same time, it is clear that as a result of the falure to implement a suitable document
preservationplan, to communicatethat plan effectively to dl employees, and tofollow up to insurethat the
directive was being followed, there were holes in the document preservation plan through which
discoverable maerids may have been logt. Large quantities of documents were discarded from closed
sales offices without attorneys firdt reviewing them, and without the employees who sdected what to
preserve and what to discard knowingwheat criteriato usefor purposes of preserving documents necessary
for thelitigation. E-mall files of terminated employeesaso were purged, without there being a sysematic
procedure for insuring that nothing on those files needed to be preserved for the lawsuit.

Because the inadequacies in the document preservation program were the result of fault (thet is
“extraordinarily poor judgment”) and not intentiond efforts to destroy responsive documents, the Court
does not draw the inference that these gaps caused plantiffs to lose responsive documents that were, as
plantiffs alege, “critica to plaintiffs proof” in the case (Pls. 07/25/00 Am. Mem. & 1). That conclusion
isbolstered by the fact the evidence showsthat the closed salesofficesand the eemall filesof the employees
terminated inthose dosngs were not likdly to contain the sole versons of documents “ critical” to plaintiffs
case. Moreover, the individua defendants have produced many documents thet plaintiffs certainly would
label as damaging to the individua defendants case: that is clear fromplaintiffs assertioninthe amended

sanctions motionthat they have dleged “ ceratin core dlaims which have been borne out through discovery”
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(Pls” 07/25/00 Am. Mem. a 4). Inthe face of this evidence the Court will not infer that these gaps led
to large-scae destruction of documents to the prejudice of plaintiffs.

Rather, the Court will focus— as have plantiffs in their anended motion — on specific categories
of documents that plaintiffs claim were lost through destruction: the salesinformation asreported fromthe
field; aged account receivable information; and Fina Sum Reports. We discuss each of those categories
intum.?

Sales Data. The evidence establishes that the individud defendants have produced sales
information, as reported from the field, for virtudly the entire period from January 1997 through the end
of the class period on November 20, 1998. The only gapsinthat informationare atwo week period from
December 1 through December 16, 1997, and a two month period from September 18 through
November 20, 1998 (Defs’ 09/05/00 Submission, App. A). These gaps are explainable for reasons
independent from shortcomings in the documents preservation program.  As to the two-week gap in
December 1997, that was at atime when USN wasintrangtionfromthe manudly prepared s esreports

to the computer generated sales reports from the Vantive system. As to the two-month gap between

®There are no longer any destruction or production issues with respect to the “Revenue Close Packages” or
“Monthly ClosePackages.” AccordingtoMr. Pellino’ sdeposition testimony, taken on June 1 and 2, 2000, those reports
were used to prepare the financial statements that were the basis forthe February 19981PO. Plaintiffs' amended motion
asserted that thosedocuments had not been produced (Pls.” 07/25/00 Mem. at 7); but plaintiffs withdrew that assertion
ontheeveoftheevidentiary hearing (Pls.” 09/07/00 Notice at 10-11). And with good reason—theindividual defendants
produced thosereports for each month from January 1997 through February 1999 (see Defs.” 09/05/00 Submission, A pp.
D)

The Court does not accept plaintiffs’ suggestion that their claims regarding the missing Revenue Close
Packages earlier in the case were justified because these documents were only produced pursuant to an agreement
between counsel sometimeafterthis Court’ s ruling denying plaintiffs' motionsto compel on July 25, 2000regarding these
documents. In response to a question raised by the Court at the hearing, the defendants revealed that they had
produced al of thesematerials in February and March 2000 (Elliott’ s 09/29/00 Submission,App.D). Thus, when plaintiffs
filed their amended motion for sanctions based in part on the alleged destruction of Revenue Close Packages, they in
fact had had those reportsin their possession for at least four months.
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September 18 and November 20, 1998, that was during a time when U SN beganlaying off itssalesforce
and clogng its sdes offices (e.g., Hearing Tr. 104 (VanDinther); 409 (Dundon)). Moreover, these gaps
are smdl in rdaionto the period for whichthe information has been produced, and thus we find it difficult
to perceive any red prgudice to plaintiffs from these gaps.

Nor doesthe evidence demondtratethat plantiffs have been prejudiced because the sdesdata has
been produced in the form of documents entitled State Directors Reports and Sales Summary Reports,
rather than in the form of documents entitled Monthly Sdes Roll Up Reports. In determining prejudice,
we look beyond the question of form and focus on substance. And here, the tesimony establishes that
even if the State Directors Reports werenot  the same document as the Monthly Sales Roll Up Reports,
amatter about which the witnesses disagree (see, pp. 35-40, supra), theinformationinthem comes from
the same sources and is subgtantidly the same (Hrg. Tr. 113-14, 124-25 (Van Dinther)). That weighs
heavily againg the finding of prejudice. See, e.g., Cohn, 1995 WL 519968, at * 9 (plaintiffs did not suffer
any red prgudice where the reports that were lost were rdlevant but were“not the only relevant evidence
on theissue,” and where smilar information had been produced by way of other documents).

Fantiffs assertion of prgudice from the absence of Monthly Sdes Roll Up Reports is further
undermined by four additiona factors.

Firgt, the plantiffs el ected not to make copies of many months of salesreportsthat were generated
fromthe Vantive sysem. The Court findsit inexplicable that plaintiffs would neglect to copy these reports,
which plaintiffs demanded that defendants should produce despite the great cost involved, if the sdes

information truly was as dgnificant as plantiffsinag.
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Second, plaintiffs have offered no evidence that they used the substantiadl amount of sales
informationthat was produced to test their theory that the sdes information was being used asthe basis for
publicly reported revenue. The plaintiffs Rule 26 expert reports do not indicate that the salesinformation
was provided to plantiffs experts, so that they could compare that information to the publicly reported
revenue figures. Itishardto find prgudice from the absence of certain sdesinformation when plaintiffsdid
not use the substantial amount of salesinformation that they possessed.

Third, plaintiffs have offered no evidence to support their assertionthat untested salesinformation
from the fidd was used as the basis for USN’ s publicly reported revenue numbers. The only support for
that assartion came from untested statements by Ms. Van Dinther and Ms. Reynoldsin last 1999, which
were givento plantiffs on oathinaquestionand answer format but outside the presence — and without the
knowledge — of defense counsd. When those statements were tested in depositions Ms. Van Dinther and
Ms. Reynolds gave in May and July of 2000, it should have been dear to plaintiffs that these individuas
had no basis for their speculation that saes numberswere being used to publicly report revenue (see, 39-
40, supra).

Fourth, the plaintiffs theory — as it evolved through the sanctions motion — further suggests that,
in fact, the sdes information does not command the importance that plaintiffs have asserted. Mr. Pdllino
testified clearly that the Find Sum Reports, which reflected USN'’ s hillings as reported by Spectrum (and
earlier Profitec) and not sales reports, provided the critical starting point for USN’s publicly reported
revenue numbers. Plaintiffs have not disputed that assertion, but in fact have embraced it (PIs.” 07/25/00
Mem. at 13) (identifying the Final Sum Reports as one of the “fundamental building blocks utilized by USN

to publicly report itsrevenue’). Inlight of the centra importance that plaintiffs now attach to the Fina Sum
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Reports, and their failure to provide any demonstrable link between the sdes reports and the publicly
reported revenue numbers, the Court finds that plaintiffs have failed to show any prgudice from the smdl
gaps in the sdles information produced.

Aged AccountsReceivablel nformation. Theevidence hasestablished that plaintiffs assertion
that they received only a smattering of aged accounts receivable informetion is unfounded. USN has
produced aged accounts receivable informationfor the entire period covering September 1996 through the
class period of November 20, 1998, with the exception of the following months: November 1997 and
January, February, April, May, and July 1998 (Defs.’ 09/05/00 Submisson, Ex. C). Inaddition, itisclear
that this information was produced to the plaintiffs in February and March of 2000 (Elliott’s 09/29/00
Submission, Ex. D), and thus had been in plaintiffs possesson for many months prior to the filing of the
amended sanctions motion in July 20002

Moreover, areview of the accounts receivable information produced by USN indicatesthat even
though reports have not been produced for each of these four months, other reports provide information
that appears to cover certain of those months. There are documentsthat show accounts receivable aging
informationfor virtudly dl of April 1998 (USN 2-038332), and for the monthending May 31, 1998 (USN
22-021567). Nonetheless, gaps do remain for November 1997 and January through February and July
1998. The question remains whether these gaps are the result of the shortcomings in the document

preservation program, and if o, what prgjudice this has caused to the plaintiffs.

20On September 12, 2000, the second day of theevidentiary hearing, the defendants produced to the plaintiffs
(and the Court) a one page document identified as aged accounts receivable information for December 1997, previously
unproduced to the plaintiffs (Hrg. Tr. 334).
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Onthefirg question, therecord supportsthe inference that these documents may have beenmissng
before the inception of thislawsuit. An Arthur Andersen Report issued in September 1998 statesthat with
respect to “[t]he Company’ s accounts receivable agings (excluding wireless) as of June 30, 1998, March
31, 1998, December 31, 1997 and September 30, 1997 . . . the company could only provide a detailed
agingfor the Midwest region as of June 30, 1998. Management stated that other detailed agingswere not
currently available due to system conversions, and the limited utility of the old systems’ (Pls. Reply Mem.,
Ex. A, a 17). If certain documents did not exist & USN as of the time this litigation commenced, asthe
Arthur Andersenreport suggests, thenthe absence of those documentsis not the result of the shortcomings
in the pogt-litigation preservation program.

Moreover, the Court finds that plaintiffs have failed to establish prgudice from these gaps in the
information. The dgnificance of thisinformation, according to plaintiffs, isthat it would show that USN's
publicly reported revenues were inflated, because USN did not take into account that many of the
receivablesit was counting as revenue were so old that they were not likdly to be collectible. Rantiffshave
offered no explanationwhy the substantia volume of aged recaivable informationthey possessisinaufficent
to test that theory. Nor isthere any evidence that, as of the time of the evidentiary hearing, they had given
the aged accounts receivable informationthey possessto thar expertsfor andyss. Inthese circumstances,
the Court finds that the missng months of aged accounts recelvable information have not prgjudiced the

plantffs??

BNordoes the Court find persuasive the plaintiffs’ argument that the fact that the missing months occur right
before and shortly after the February 1998 initial public offering supports the inference of intentional destruction or
concealment of material information. The February 1998 initial public offering was based on financial reports through
November 1997 (Defs.09/08/00 Submission, at 9), and plaintiffs have received aged receivable information fromJanuary
through October 1997, with only November 1997 missing. Moreover, the Court can discern no particular pattern from
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TheFinal SumReports. Plaintiffs categoricd assertion that “not asngle FINAL SUM or Find
Sum Summary report (ineither hard copy or in Excel spread sheet format) was ever produced to plantiffs
by USN or any other defendant” (Pls.” 07/25/00 Am. Mem. at 13) hasprovenincorrect. USN in fact has
produced Find Sum Summary Reportsfor every monthfrom August 1996 through the class period (Defs.
09/05/00 Submission, Ex. B). Moreover, these reports al were produced in February and March 2000
(Elliott’'s 09/29/00 Submisson, Ex. C), more than four months prior to the time that plantiffs filed the
amended mation. Thus, had plaintiffs reviewed the document production before filing their motion, they
would have known that basing the sanctions motion on aleged nonproduction of Find Sum Summary
Reports was unfounded.

The Find Sum Reports present a different matter. As explained above (pp. 40-48, supra),
however one defines the Find Sum Report, it is clear that the individuad defendants have produced ether
none or next to none of them. The testimony establishes that those reports should have existed at USN as
of the time of thislawsuit: Spectrum has copiesof the Final Sum Reports (or the REPGEN filesfrom which
they are generated) going back to January 1996 (Hrg. Tr. 149-50 (Doyle)), and Spectrum transmitted that
informationto USN onaregular bass (id. at 152, 154). If Spectrum retained thesefiles, then USN should
have had these files on its databases as of the time this lawsuit commenced in November 1998.

Thus, thefailure of USN to produce these documents leads to one of two conclusions: ether the

documents were not preserved, as aresult of the shortcomings inthe preservation programput into effect

the missing months of aged account receivable information that would suggestintentional destruction: theinformation
was not produced in January, February, March and July 1998, but aging information was produced for every month
through the class period.
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by USN after thislawsuit, or they were preserved but have not been produced in thislitigation. The Court
finds that the evidence tends to support the latter conclusion, for severa reasons.

First, Mr. Struble testified that in January 1999, shortly after thislitigationcommenced, USN made
a set of backup tapes of the UNIX serversthat would indudethe REPGEN files (Hrg. Tr. 380-81). The
fact that these backup tapes were made for business reasons (because USN was ghifting to a different
software package) rather thanfor litigationreasonsis immaterid: the point is that these tapes should have
captured the Fina Sum or REPGEN information that existed. And the evidence shows that as of the time
of the evidentiary hearing on this mation, theindividua defendants had never asked anyone to examine
those backup tapesto see what Find Sum or REPGEN information could be extracted from them — even
thoughit would take only afew days to restore those tapesto the UNIX servers being used at CoreComm
(Hrg. Tr. 379, 386 (Struble)), and eventhough CoreComm has an obligation, pursuant to itsasset purchase
agreement with USN, to provide assstanceto USN as necessary for the litigation. The defendantsdid not
ask Mr. Struble to look for the January 1999 backup tapes until after Mr. Doyl€ stesimony on September
11; overnight, he located those tapes and produced them in Court on September 12 (Hrg. Tr. 363-64,
382-83 (Struble)). But, as of that time, he had not looked onthe tapesto see what Find Sum information
they might contain.

Second, theindividua defendants did not make effortsto examine the backup tapes madein May

1999 immediately prior to the sale of assetsto CoreComm. Thosetapes contained a“ sngpshot” of al the



informationon the production servers on the UNIX system, which would include the REPGEN database
(Hrg. Tr. 360 (Struble)).?®

Third, it was not until late August 2000, shortly before the evidentiary hearing, thet the individud
defendants asked CoreComm to check its computer database to seeif Find Sum Reportswere available
onit (Hrg. Tr. 363-64, 371-72 (Struble)). And when that inquiry was made, Mr. Struble only examined
the active CoreComm network database, which he found contained Fina Sum Reports dating from August
1998 through March2000 (Hrg. Tr. 373). Even then, Mr. Struble did not look for what he characterized
asthe REPGEN database, which is source information for the Find Sum Reports (Id. at 372). Nor did
he search backup tapes made by CoreComm afer the sale to see what they contained (1d.).

Based on this evidence, it appears to the Court that the Find SUMVREPGEN information likey
exigts on these tapes that USN (or CoreComm) preserved, but that the individud defendants have failed
to access and produce in usable formduring discovery. However, any substantive prejudiceresulting from
that falureto produce the Find SUMYREPGEN informetion has been mitigated by the ability of the plaintiffs
to obtain that information from another source: Spectrum. Mr. Doyle testified that Spectrumwas able to

retrieve fromitsdatabaseand produceto plantiffsthe filesthat contain the Find SUnVREPGEN information

|t is unclearto the Court whether examination of thesetapes would requirethe rebuilding of acomputer system
and software application, as was the case with the Vantive database that contained the summary sales reports. The
Court did not order the individual defendants to rebuild asystemto runthesetapes at the April 11, 2000 hearings, when
the Court ordered a system to be rebuilt to run the Vantive sales data. At that time, the Court was informed by the
defendants that any financial datastored on thosetapes had already been produced in hard copy form. That turned out
to beincorrect.

In the event that building a database would be necessary, the individual defendants failed in their duty to
preserve documentsin aretrievable form. Making the backup tapes is useless without insuring that there is a system
capable of running it, and Mr. Struble testified that after making the backup tapes, very little or nothing was done to
insure that a system was capabl e of running these backup tapes (Hrg. Tr. 391).
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for virtudly dl of the period fromJuly 1996 through January 1999: the only gaps are for October through
December 1997, and February 1998 (Hrg. Tr. 179-181). The Court does not believe that these missing
documents are dtributable to intentiona destruction or inadvertent loss due to gaps in the document
preservation policy — the fact that the gaps exist in the information produced by Spectrum, which would
have no mative to purge that information and which gppeared (through Mr. Doyle) as a friendly witness
for plantiffs, would undermine any such inference.

Moreover, the Court does not bdieve that these missng four months of Final Sum information
prejudiced the plaintiffsin light of the substantia body of Find SunVREPGEN informationthat is available
for more than one year prior to and nearly one year after this “gap.” Indeed, this gap is congstent with
Arthur Andersen’ s observations concerning the lack of billing information for the last quarter of 1997 and
thefirgt quarter of 1998 — even prior to the commencement of this lawsuit.

Hndly, dthough not raised by plaintiffs, the Court doesnot bdievethat the timing of this production
from Spectrum hasresulted inprgudiceto the plantiffs. Asexplained above (pp. 82-86, supra), plantiffs
had received the CD Roms containing this information from Spectrum on or about July 20, 2000.
However, nearly two months later (and, according to plantiffs, after the expenditure of $178,000 in
atorneys and expert fees), plantiffs dlaimed not to know precisdy what information was on those CDs
(Hrg. Tr. 484-85) — eventhough a smple review of a printout of the directory to the CDs madeit plainthat
they contained alarge volume of Find Sum information.  Given the importance of this informeation, which
plantiffs admit they knew of a least as of the time of Mr. Pdlino’s deposition in early June 2000, one

would have expected plantiffs to move withmuchgreater dacrityinextracting this informationfromthe CD
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Roms. In light of their fallure to do so for two months after receiving them, the Court finds no prgudice
from the timing of the production of the CD Roms.

b. Financial Pregudice.

The absence of subgstantive prejudice, however, does not mean that the falure of the individud
defendantsto produce Fina SUmYREPGEN information caused no prejudice of any kind. The Court finds
that plaintiffs have suffered financid prej udice due to the individud defendants’ failure to produce the data
contained on the January 1999 backup tapes and/or the Snapshot tapes in usable form.  The plaintiffs
clearly have beenrequired to spend money — according to them, substantid sums of money — to get from
Spectrum information that the individua defendants were required to produce.

We are not persuaded by the defendants argument that they had a good faith basis to object to
production, and thus had no obligation to search for or produce that information prior to the Court
compdling them to do so on July 25, 2000. That argument ignores the fact that USN management have
testified to the centra role of the Find Sum information in preparing the USN publicly reported revenue
numbers. Mr. Dundon testified that thisdatawas“ vitaly important” to therevenue process (Hrg. Tr. 444),
and Mr. Pdllino tedtified that it was the “ starting point” for his revenue cdculations (Hrg. Tr. 294).

Givenwhat theseknowl edgeabl e peopl e say about the Find SumReports, the individua defendants
cannot legitimately contend that they could question the discoverability of these documentsina case where
plantiffs fromthe start have chalengedtheveracity of USN’ s publicly reported revenue figures. Moreover,
the individud defendants had a duty to produce this information, long before the plaintiffs asked for it. The
Didrict Judge ordered initid disclosures pursuant to Rule 26(a)(1) to be made by October 25, 1999 (doc.

#62). Asareault, theindividud defendantswere required to disclose documents (and data compilations)
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“relevant to disputed facts dleged with particularity in the pleadings” Fed. R. Civ. P. 26(a)(1)(B). By the
time this disclosure was due, the Consolidated Complaint was on file, which should have dispdled any
arguable doubt concerning the rdlevance of the Find Sum information.

Theindividud defendantsdid not searchfor, muchless produce, the Find SUMVREPGEN data and
thus did not comply with Rule 26(a)(1). Nor did they comply with this Court’s July 25, 2000 order to
search for find sumsin the mogt likely placesthey might be found (07/25/00 Tr. at 57, 62-63) — they did
not review the January 1999 backup tapes, even though it would take only afew days to get those up and
running a CoreComm.

The phrase*“no harm, no foul” does not fully apply here: while the preservation and production of
Find Sum Reportsand REPGEN data from Spectrum diminates any red substantive harm caused by the
individud defendants' falureto produce the informetion, that doesnot diminatethe cost plantiffs needlessy
incurred by having to go to Spectrum for the information. Mr. Struble made very clear that the individua
defendantsnever asked himto look for backup tapes witharchived REPGEN source materid or Fina Sum
Reports prior to September 11, 2000. Instead, the individua defendants argued it was too burdensome
for them to search for this information (07/25/00 Tr. at 62-63), even through it could be accessed in
relativey short order by CoreComm. Thus, plaintiffs were required to find the Find Sum Reports now
available through Spectrum, anon-party, ontheir own and at great cost and expense of timeto them. This
is not the kind of discovery process envisioned by Rule 26(a)(1) or by this Court’s July 25 order.

We do not believe that the individua defendants intentionaly withheld those tapes in bad faith; we
areindinedto accept the explanation of the individud defendants’ counsd that they did not know what they

had. That has been arecurring problemthroughout this case, bothfor defendants (who initialy said USN
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had 35 boxes of documents to produce, when ultimately more than 500 boxes were produced) and for
plantiffs (who, as detailed above, repeatedly have protested that they were deprived of documents that
in fact they possessed).

However, to ignore the individud defendants violation of the rules of full disclosure would be
tantamount to creeting an “ignorance’ exception (i.e., a“judge, we just didn’t know those tapes existed”
exception). At some point, a party and/or its atorneys must be held responsible for knowing what
documents are discoverable and where to find them, since certainly neither the party’ s opponent nor the
Court can answer those questions. The case law indicates that a refusal to provide discovery may be
sanctionable, Societe, 357 U.S. at 207, and that a“refusd to obey” need not be willful, but is sanctionable
evenif the refusa isamply asmple falureto comply with the dictates of the federd rules. 1d. Thatiswhat
we find here.

Having sad this, the Court would be remissin falling to address the fact that plaintiffs, too, have
unnecessaily inflicted costs on the individua defendants by the manner in which they have conducted
discovery, and the manner in which they have litigated this sanctions motion. As the Court has explained
above, the defendants successfully urged this Court to require the individual defendants to rebuild the
Vantive database and gpplication software, in order to extract from backup tapes sdesdatathat plaintiffs
urged wascritica to their proof of this case. It turned out that thisevidence not only wasfar from*“ criticd”
to plaintiffs case, but in fact was so unimportant that plaintiffs eected not to copy most of it.

At the time this Court ordered the individua defendants to rebuild the Vantive database and
application software, the Court did not —under Rule 26(b)(2) — elect to shift the cost of doing that to the

plantiffs on the reasoning that the defendantswere to blame for faling to preserve the informationinaform
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that did not require maintenance of a database capable of extracting it. However, subsequent
developments have persuaded the Court that this cost was unnecessarily and unfarly inflicted upon the
individual defendants. And that cost was substantial, according to the defendants: $159,632.63.

In addition, having reviewed dl of the evidence presented by the parties, the Court has reached
the concluson that while plantiffs were correct in chdlenging the efficacy of the individud defendants
document preservation program, they litigated the motion on a breadth and scope that was entirely
unwarranted by the facts. Plaintiffsrepeatedly asserted that they had been deprived of documentsthat long
had been produced to them, such as the Revenue Close Packages, the Aged Accounts Receivable
Information, and the Find Sum Summary Reports. They protested that they had not received sdes
information in the form of Monthly Sdes Roll Up Reports, despitethe fact that (1) their own lead witness
onthe point, Ms. Van Dinther, admitted that the State DirectorsReports (whichwere produced) contained
subgtantidly the same information, and (2) the uncontradicted evidence established that the SalesSummary
Reports from the Vantive system — most of which plaintiffs did not copy — aso contained the same type
of information from the same sources. Faintiffs continued to advance the propodition that the sdes
information provided the basis for the revenue figures, rdying on uncrossexamined statements by witnesses
(Ms. Van Dinther and Ms. Reynolds) which were discredited during their deposition testimony.

Based onthese assertions, whichplaintiffs should have knownwerenot meritorious whenthey filed
the amended sanctions mation, plaintiffs continued to ingst that a default judgment was in order when,
based onthe caselaw, therewas no evidence of intentiona misconduct or prejudice of the type that would
warrant that most extreme of al sanctions. When the dust settles from the mountain of paper and

accusationsthat the parties have hurled at one another, what emergesisfar fromthe “wholesde destruction
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of documents’ that are “ critica to plaintiffs proof” (PIs.” 07/25/00 Am. Mem. 1, 2). Instead, theevidence
shows that there were shortcomings in the document preservation program that USN attempted to
implement which, while serious, at the end of the day did not deprive plaintiffs of the documents and other
informationthat will allow themto attempt to prove their daims at trid. Thisisnot the Suff of whichdefaullt
judgmentsare made, and plaintiffs should have known that. While courts have aresponsibility “neither to
useandephant gun to day a mouse nor towidd a cardboard sword if the dragonlooms,” Ander son, 900
F.2d at 395, litigants as well have aresponghbility to be measured and proportionate whenthey assert that
their opponents have committed sanctionable conduct.

Regrettably, plantiffs falled inthat reponghility, afaling whichhas helped exact a serious cost on
the plantiffs and the individua defendants dike. By the parties’ cdculations, they have spent anenormous
sum of money litigating the sanctions issue: acollectivetota of $1,524,762.03. That expenditure has been
used solely for the purpose of “litigating the litigation,” and has not contributed to advancing this case to the
disposition on the merits thet the partiesinthis case deserve. The thousands of hoursthat the plaintiffsand
the individud defendants' attorneys have spent on thisissue are hoursthat would have beenfar better spent
evauating the evidence in this case, and preparing for trid. Indeed, the Court cannot help but wonder
whether, if the parties had spent some of those thousands of hours investigating and gaining mastery over
the documents, the plantiffs would have understood that they long had had in their possession key
documents (sdes information, Revenue Close Packages, Find Sum Summaries, and Aged Accounts
Recalvable information) that they daimed had been destroyed or otherwise were missing; whether the

individud defendants would have gtraightforwardly told plaintiffs what they had, without the need for the
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Court to order themto do so; and whether the individua defendantswould have thought to ask Mr. Struble
to investigate al backup tapes to see what information they might contain.

Hndly, evengiventhe serious charges raised by plaintiffs, the Court was stunned to learn that the
parties had spent $1,524,762.03 on the litigation of the sanctions issue (and the Court emphasizesthet this
figureisinadditionto the amount that plantiffs say that they spent on obtaining the CDs from Spectrum and
andyzingthem, and that the individud defendants say that they spent inrebuilding the Vantive system). The
Court findsit agtonishing that plaintiffs and theindividud defendants alike say that they each spent inexcess
of $170,000 onthe origind sanctions motion filed in December 1999 — a motion that involved only afew
briefs, and never proceeded to anevidentiaryhearing. The Court isno less stunned that the partiesclamed
to have spent collectively nearly $400,000 on discovery related soldly to the sanctionsissue. And, thefees
and coststhat the parties attribute to litigation of the amended sanctions motion—$300,000 for the plantiffs
and some $480,000 by the individua defendants — defieslogic. It isdifficult for the Court to conceive of
how the parties could have incurred more than three quarters of a million dollars of attorneys fees and
costs on an amended sanctions mation that involved (1) an opening memorandum and exhibits by the
plaintiffs; (2) separate responsesby Mr. Elliott onthe one hand and the individua defendants on the other
hand with exhibits, (3) areply memorandum with exhibits by the plaintiffs; (4) a few short supplementa
memoranda submitted by the parties at the Court’s request (largdy to fill in important details that were

missing from the defendants’ filings); and (5) atwo-day evidentiary hearing.*

300n the amended sanctions motion, counsel for Mr. Elliott —who took the lead — listed nearly $380,000 in fees
and costs. The outside directors had separate representation from Mr. Elliott: Mr. Hynes was represented by one set
of counsel, and their outside directors by another. Each of those two additional sets of counsel say that it cost them
approximately $50,000 to litigate the sanctions motion, a figure which in some ways is even more mind boggling —
particularly inthe caseof counsel for Mr. Hynes, who did not file a separate memorandum on the sanctions motion and
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These number speak for themsalves, and require no further comment fromthe Court other thanthis
observation: no one reasonably could believe that this sanctions issue deserved the amount of money thet
the parties lavished on it.

C. Sanctions.

Based onthe foregoing findingsand conclusions, the Court believesthat the following sanctions are
ameasured and proportionate response to the conduct that occurred.

First, because the Court has found that none of the outside director defendantsare at fault for the
failings and the document preservation, the Court recommends that no sanctions be issued againg them.

Second, because the Court has found Mr. Hlliott to be at fault for the falures in the document
preservation program, the Court believes sanctions are appropriate aganst hm.  Given the lack of
substantive prejudice that the Court hasfound from the shortcomingsin that program, the Court finds that
it would be whally inappropriate to issue a default judgment againgt Mr. Hlliott, or to issue a preclusion
order barring hmfromusing certain documents. However, the Court believes that some sanction must be
imposed againg Mr. Elliott, to impress upon him the importance of the preservation duties that he falled
to properly discharge and to deter others from taking that obligation ligntly. Accordingly, the Court
recommends that an appropriate sanction against Mr. Elliott be that he pay the sum of $10,000 into the
regigry of this Court. While the impaosition of afine is not one of the sanctions specifically enumerated in
Rule 37(b)(2), the language of Rule 37(b)(2) makes it clear that the enumerated sanctions are “among

others’ that a Court may enter, and that they are therefore not intended to be exclusve. WRIGHT, MILLER

who attended the evidentiary hearing only on thefirst day. Moreover, the witness preparation for Mr. Hynes' brief
testimony could not have been too difficult or time consuming.
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& MaRcus, Civil: § 2284, at 612 (1994 Ed.). In other words, a Court is not limited to the particular
sanctions st forth in Rule 37(b).

Third, the Court recommendsthat withrespect to the gapsin production of certain documents (the
Find Sum Reports for October through December 1997 and February 1998; the Aged Accounts
Recalvable informationfor November 1997, January through February 1998 and June 1998; and the sdles
information for December 1 through 16, 1997 and September 18 through November 20, 1998), at tria
thejury beindructed that plaintiffs sought production of that information, but that USN failed to produce
those documents for those respective time periods. This sanction is congstent with Rule 37(c), which
authorizes the Court to “inform [] the jury of the faillure to make the disclosure.” The Court does not
believe it gppropriate to instruct the jury that these documents were destroyed because of an inadequate
document preservation program, because the evidence has not demonstrated whether the absenceof these
documentsis attributable to the shortcomings in USN’ s post-litigation document preservation program as
opposed to inadequacies in the pre-litigation document retention policies. However, we believe thet this
recommended ingtructionwould befair, in thet it would make clear to the jury that the respongbility for the
absence of those documents rests not with plaintiffs, but with USN.

Fourth, the Court believes that each side has abused the other inthe discovery process: plaintiffs
by demanding the rebuilding of the Vantive system, then failing to copy the sales information that was
produced, and defendants by failing to searchfor and produce the Find SUMVYREPGEN informetion likely
avallable on the January 1999 backup tapes and on the CoreComm system. Asaresult of that conduct,
the plantiffs could be required to bear the costs of rebuilding of the Vantive system (which defendants state

was $159,632.63), and the defendants could be ordered to pay the costs that the plantiffs incurred in
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getting the Fina Sum information from Spectrum (which, according to plaintiffs, is $178,775.75). The
Court believesthat in light of the vast sumsthat have dready been (over)spent onthis sanctionsissue, the
last thing that should be done here isto issue anorder that will lead to further dispute and litigationbetween
the parties about the reasonableness of those respective figures. Accordingly, inasmuch as those figures
are comparable, the Court believes that ordering each side to pay the others codtsis not prudent at this
point: in substance, each Sde dready has paid —adbelt indirectly —for their respective discovery missteps.

Fifth, the Court does not believe that any award of attorneys feesand costsisappropriatein this
case. We are mindful that under Rule 37(b), a party who engages in sanctionable conduct must pay the
opponents* reasonable expenses, induding attorneys' fees, caused by the falure, unlessthe Court findsthat
the fallure was subgtantidly judtified or that other circumstances make an award of expenses unjust.”
Pantiffs have prevailed on the amended sanctions motion, to alimited extent: they have established that
the document preservationprogramwasinadequate, and that discoverable documents might have beenlost
as aresult. But they have failed to demonsrate that the outsde directors are responsible for those
shortcomings, they falled to demondtrate that Mr. Elliott, while responsible, was guilty of intentiona or
willful misconduct; and they failed to show any substantive preudice as aresult of the shortcomingsin the
document preservationprogram. Moreover, as recounted above, in the course of the amended sanctions
moation, plantiffs advanced anumber of factud assertions concerning missing documentsthat proved to be
inaccurate, and that plaintiffs should have known were inaccurate at the time that they filed the amended
mation. Findly, the amount of atorneys fees and codts plaintiffs clamed to have expended on the
sanctions motions— $757,559.61 — is grosdy excessive in relaion to the issue presented and the victory

achieved.
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The Court findsthat inthese circumstancesan award of attorneys feesand coststo plantiffsinany

amount would be unjust.

CONCLUSION

For dl of the foregoing reasons, the Court respectfully recommendsthat plaintiffs amended motion
for sanctions (doc. # 208-1) be granted in part and denied in part as follows:

1. The Court recommends that the motion be denied as to the outside director defendants.

2. The Court recommends that the motion be granted as to Mr. Ellict, but that the plaintiffs
request for a default againgt him be denied. Instead, the Court recommends that Mr. Elliott be required
to pay a$10,000 fine into the registry of this Court.

3. The Court further recommends that at trid, the jury be ingtructed that plaintiffs sought
production of certain missng documents (Find Sum Reports for October through December 1997 and
February 1998; sdes data from December 1 through December 16, 1997 and September 18 through
November 20, 1998; and Aged Accounts Receivable information for November 1997, January through
February 1998 and June 1998), but that USN did not produce those categories of documents for those
time periods.

4.  The Court recommends that no monetary sanctions be imposed in connection with the
discovery conduct by plaintiffs or the individua defendants.

5. The Court recommends that no attorneys fees and costs be awarded to plaintiffs on this

amended sanctions motion.
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Specific written objections to this report and recommendation may be served and filed within 10
business days from the date that this order is served. Fed. R. Civ. P. 72(a). Fallureto file objectionswith
the digtrict court withinthe specified time will result inawaiver of the right to appeal dl findings, factud and
legd, made by this courtinthereport and recommendation. SeeVideo Views, Inc. v. Sudio 21, Ltd., 797
F.2d 538, 539 (7th Cir. 1986).

ENTER:

SIDNEY |. SCHENKIER
United States M agistrate Judge

Dated: October 20, 2000
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